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Accountancy Education* 
By A. S. FEDDE 


In assigning the topic for me to talk upon, the stated designa- 
tion was undoubtedly given for the sake of brevity, as synonomous 
with education for the profession of public accountancy. The 
title might be misconstrued to imply that I was going to talk on 
the education wrought by accountancy, which would also be an 
interesting subject. The subject assigned to me is so broad that 
it can not be covered adequately in a short talk. To do justice 
to it would in any event take a far abler man than I, therefore, 
though I venture a few thoughts it is not without considerable 
feeling of trepidation. 

In a consideration of the education which is fitting and proper, 
even necessary, for the practitioner of public accountancy in 
his present-day sphere of action, it is difficult to draw an exact 
line of demarcation and to say that at such a point further 
general education is superfluous, or that there are any phases 
of domestic or international commerce or finance that should 
not receive his studious attention. It is impossible to dissociate 
the subject of accountancy education from that of education 
itself. An uneducated person can not become a credit to the 
ranks of practising accountants by the simple expedient of taking 
some courses in accountancy either in small or large doses without 
acquiring as a foundation a basic structure of fundamental 
knowledge. 

The question of what general education should be required 
before one may become a candidate for the certified public ac- 
countant certificate is one that has been determined for them- 
selves by the state authorities of a number of states. In some 
states there is an academic requirement, namely, one equivalent 
to that required for entrance into universities. Such a require- 
ment, however, is merely a superficial test of a man’s real educa- 
tion and can not guarantee that the person is educated. Some 
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states do not take such a precaution, being apparently satisfied 
that if a candidate can successfully pass the C. P. A. examinations 
that in itself establishes the fact that he is sufficiently educated 
to practise as a certified public accountant. 

But is that quite a safe assumption? Perhaps it is based on 
the premise that the work of a practising accountant is not very 
important; perhaps on the assumption that he will be doing his 
work for business men who on the average are no better educated 
than he, so that his lack of education will not be noticed nor 
will it have any bearing on the performance of his duties. The 
exact measure of the importance of the work of the public ac- 
countant is impossible of computation, but let one give his imagi- 
nation rein and contemplate our credit system, and perhaps 
specifically our banking system, and the extent throughout the 
world to which figures are used to determine the manner and 
almost the fact of our existence. Then let him consider the 
part the public accountant performs in the determination of the 
form of these figures, and it will be realized that he plays a con- 
siderable part in our complicated scheme of life. It will also 
appear upon reflection that the ultimate client of the accountant 
is the public and not only the immediate person who pays the 
fee. The public is affected sometimes directly and I believe I 
may say in al! cases finally. 

Many eminent writers have set down their thoughts on the 
subject of education, and one of the most interesting definitions 
is Thomas Huxley's who said, ‘‘Education is the instruction of 
the intellect in the laws of nature, under which name I include 
not merely things and their forces, but men and their ways; and 
the fashioning of the affections and of the will into an earnest and 
loving desire to move in harmony with those laws’’. Inasmuch 
as the public is the ultimate client, the cost of the accountant’s 
transgression of what Huxley calls the ‘‘laws of nature” falls not 
only on the accountant but on the public. Hardly any better 
reason can be found for requiring the proper education of the 
public accountant than that he may acquire an earnest and loving 
desire to move in harmony with the laws of nature. Our schools 
and universities, our institutions giving technical instruction and 
our colleges which give accountancy and commerce courses are 
organized to supply this need. Assuredly the educational 
equipment for the practice of accountancy should be compre- 
hensive, and supplementing that obtained in the schools, from 
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tutors, or by private reading, there is also needed as part of such 
education that contact with life which we call experience, to 
prove and impress upon the mind of the student the theories 
obtained from books. 

It would also be well if the public could be educated to read 
and properly to weigh the reports of accountants, but unfortu- 
nately most of the public is too careless or too much in a hurry 
carefully to consider the meaning of the language employed by 
the accountant. And because of these habits in the public, the 
accountant should so express himself that his comments may be 
clear and easily understood. Half truths and veiled comments 
should have no place in the accountant’s certificate. Any 
member of the profession probably knows of many instances in 
which comments of importance by the accountant have not 
been grasped by the reader, generally because the reading was 
hurried. 

So far as the viewpoint and habits of the individual person are 
affected by teaching or precept, the strongest influence is example, 
that is, the habits of those by whom the student is surrounded. 
Fortunate is the young man who has been brought up in a 
cultured home, thereby having the advantage of being surrounded 
by good custom from the very beginning. Because of the 
strength of custom upon the mind a great respdnsibility rests 
upon teachers to inculcate good custom through precept and to 
teach ideals as well as facts. ’ 

We often hear conventions derided, but the-eonventions of 
society are the development of good practice become standard- 
ized. Ethics is derided as something which only exists as rules 
arbitrarily prescribed which limit action in which some would 
like to indulge; but it is simply the standardization of practice 
which has been proven to be good. I believe, therefore, that our 
schools of accountancy should teach ethics, not in a narrow sense 
but in the broadest sense, giving special importance to the phases 
relating to the conduct of accountants’ work for clients, having 
in mind the condition previously mentioned, that the public is 
directly or indirectly affected. 

On our educators falls the task of training the student to do 
work which he does not find pleasurable. This is perhaps the 
hardest task of all. Pleasure seeking with many is the goal 
at which they aim, and not the flowers found on the way. But 
doing tasks which are not pleasurable builds character, and I 
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know of no profession where character is more a requisite than 
in accountancy. The practising accountant should have suffi- 
cient character to stand by his opinion and not yield to dishonor- 
able expediency. He should be able to face the prospect of losing 
a client and in every event prefer that to losing his self-respect. 
I do not mean to imply that in practice there are not many 
questions open to debate, but the conscientious accountant can 
decide when he should remain steadfast in an opinion, and he 
will refuse to countenance anything misleading either in form 
or substance. 

The spur of necessity is a driving force, but the instinct of 
acquisitiveness when regulated into an honest ambition will 
carry one much farther. Man is constituted as he is, and his 
inclination to do something that will profit him is much stronger 
than his natural inclination to do something because it is right. 
It is necessary, therefore, that he be educated to doing that which 
is right. That morals as applied to business can be implanted by 
teaching and precept in a person with immoral inclinations is, 
I believe, possible in some cases. As a last resort such a person 
can be taught the unprofitableness of following his inclinations. 
That should not be very hard in the case of the accountant, for 
apart from the moral question and the result in loss of character, 
he would, through paltering with expediency, be bartering his 
capital for temporary gain. Pecuniary benefit accrues to the 
accountant who has a good reputation. Let him lose that and he 
has lost the best part of his capital. I believe, however, and with 
good reason, that we can be proud of the standards of conduct 
maintained by the members of the accounting profession in 
general, springing from a deep sense of the moral obligations 
resting upon them in the conduct of their work. 

With some persons ambition takes the form of a desire for fame, 
to be widely known, to be spoken of in terms of praise, to 
be recognized as authorities; with others a desire to obtain 
wealth; and with most of us a desire for both fame and wealth. 
The teacher has an opportunity to draw the distinction between 
civilized acquisitiveness and covetousness, and the distinction is 
entirely a moral one. There is very good reason for the command 
in the accountants’ code of ethics which, if paraphrased, would 
read, ‘‘Thou shalt not covet thy neighbor’s clients”. The 
monkey will just as soon grab the cocoanut from his neighbor 
as take another from the tree. Man may be descended from 
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monkeys and any accountant who covets his neighbor’s clients 
is probably still wearing a little of the original tail. 

One must conclude, however, that it is possible to become 
educated without learning or trying to learn everything. Some 
writer, I believe Ruskin, enunciated the thought that a man has 
only time to master one profession, and on matters outside of 
its scope he should accept the thought and conclusions of other 
masters. While Ruskin himself was first a painter and later a 
writer, it was only as a writer that he obtained renown. Some 
accountants are also lawyers, but I have not heard of any 
eminent accountant who was, either before or after he became 
an accountant, also an eminent lawyer. While it is probably 
well to learn some things outside the scope of accountancy, it 
does not appear to be wise to try to become a master of more than 
one science or art, but to focus one’s energies in one direction, 
especially as the accountancy profession is so broad that it is 
extremely difficult for any one man to become a master of all 
its details. As a result of this broad scope, there is now a tend- 
ency toward specialization within the profession. The account- 
ant, even though he does specialize, may and should become a 
master in the theory underlying all the different fields of action 
in the profession, and in doing so he will find that his education 
by no means had been completed when he reached the point of 
entering into practice. 

In the matter of general education as an adjunct to accountancy 
it seems to me that two phases of study should be stressed. The 
accountant’s work is largely analytical, and studies of such mat- 
ters as history, psychology, economics and logic are of great 
value in developing his faculty for analysis. Equally important, 
in my opinion, is the study of the English language, as most of 
the accountant’s work culminates in the preparation of a report. 
The client’s final impression of the accountant is received from 
the report, not only from the results shown therein, but from the 
style and clarity with which it is presented. Habitual correctness 
of speech is confined to a few people, and mainly to those who 
make speaking their art and business. Our speech is notoriously 
careless and interspersed with slang and colloquialisms. Here 
we have a marked instance of the effects of custom, in that chil- 
dren acquire a careless habit of speech from the parents and 
from each other, and so it is perpetuated. In transcribing our 
customary style of speech on paper glaring errors become ap- 
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parent, and language that might not disturb the sensibilities of 
the listener would sometimes cause considerable mental anguish 
to the reader. 

I am unwillingly forced to believe that candidates for the 
accountancy examinations are on the average insufficiently pre- 
pared. It may be that many who have not acquired a thorough 
technical education and training take the examinations on faith 
and hope the examiners will supply the charity. I have not the 
data to show what percentages of candidates pass all subjects in 
the first attempt, but counting those taking all subjects and those 
taking re-examination in one subject, about 33 per cent. are suc- 
cessful. Under dateof May 14th the New York state board of law 
examiners announced that 559 persons out of 1,010 candidates had 
passed the March examinations for admission to the bar in New 
York state—approximately 55 per cent. Here a better prepara- 
tion is indicated than that of the average of our candidates for 
accountancy examinations. We are, however, advancing and the 
facilities are continually expanding. More and more universities 
are adding courses in accountancy, and many excellent books are 
being written for the professional practitioner and for the student. 
We have eminent accountants who, I believe, are entitled to rank 
as high in the public estimation as are eminent lawyers, and we 
find in our assistants splendid results of the high quality of 
present-day methods of instruction. 

Our profession is younger than law or medicine and can not be 
expected to have reached the same place in the amount of prepara- 
tion officially required. Only a few years ago one-could be ad- 
mitted to the bar in New York state after having read law in a law 
office and passed the bar examination. A somewhat extreme 
case of preparation for a profession is that of the medical mission- 
ary, who spends about sixteen years in training from the time of 
entering high school; after high school, college, medical school, 
training as interne, and several years in a seminary he is finally 
ready to minister physically and spiritually to the heathen. 

The American Institute of Accountants has been the subject of 
some criticism because it does not admit to its membership all 
who possess certified public accountant certificates. The require- 
ment of five consecutive years of public practice immediately 
prior to application for admission as a member seems a wise 
requirement under present conditions and insures a proper period 
of education through practice. It also provides the means for 
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obtaining a record of the kind of practice which the applicant has 
had. The board of examiners of the Institute, in rating the 
desirability of an applicant, takes into consideration general or 
preliminary education, which to a considerable extent is viewed 
in the light of the applicant’s experience, also, his general record, 
reputation and professional qualifications. Many members have 
had a university education, many are self-educated, and a con- 
siderable number of them can truly be regarded as learned men. 

I believe the time will soon come when most states will require 
qualifications for the practice of accountancy equal to those de- 
manded for the practice of the law. At the present time the abil- 
ity of the accountant is judged not by the degree which he may 
hold, but by the evident indications of his education, character 
and his demonstrated professional ability. 











Professional Ethics * 
By ERNEST RECKITT 


It must be apparent to all of us that for some years, and per- 
haps more now than ever before, many practising accountants 
have been passing through a period of unrest and uncertainty 
as to whether we are actually engaged in a profession or whether 
our activities should be classed as a business. In the very nature 
of the case, this situation was bound to arise and even the older 
professions have had to meet it and overcome it. Our pro- 
fessional work during recent years has increased so rapidly that 
it has attracted many men of varying degrees of professional 
ideals, and it should not surprise us that among this number are 
many who believe that our activities should be conducted as any 
ordinary business and not from the professional point of view. 
Another class of practitioners, and a harder class to deal with, 
consists of those who desire to pose as professional men, but ignore 
the inherent responsibilities and duties of a profession. It is 
these conditions that, in my opinion, constitute the living issues 
with which our Institute is now confronted. It will be my 
endeavor to show how our Institute has met these questions in 
the past and what its policy must be in the future. 

Prior to ‘the year 1906, while unquestionably a large majority 
of the members of the American Association of Public Accountants 
maintained in their practice a high standard of professional 
ethics, the association as such had not included in its con- 
stitution or by-laws any reference to professional ethics. The 
lack of any pronouncement on this subject must have been 
realized as a serious omission, for in the year 1907 we find that 
leaders in our profession, such as J. E. Sterrett in the east and 
John Alexander Cooper in the middle west conducted a strenuous 
campaign with the object of formulating rules of conduct which 
would be embodied in the by-laws of the association. I have 
very distinct memories of meetings held in Chicago in 1906, led 
by Mr. Cooper, and his enthusiastic zeal undoubtedly helped to 
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create a strong sentiment throughout the middle west that the 
association should declare itself in no ambiguous terms as to 
what constituted professional conduct. Undoubtedly account- 
ants who lived in the east at that time will remember similar 
meetings led by Mr. Sterrett and others. The American Associa- 
tion of Public Accountants and its successor, our own Institute, 
owe an especial debt of gratitude to Mr. Sterrett and Mr. 
Cooper for the efforts they made twenty years ago. 

In October, 1907, at the annual convention of the association 
held in St. Paul, a special session was devoted to a consideration 
of the topic of professional ethics, and at this time Mr. Sterrett 
gave a most noteworthy address. Mr. Cooper led the discussion, 
and he was followed by Robert Montgomery and Franklin Allen. 
The address made by Mr. Sterrett dealt more with the general 
underlying principles of the ethics of the profession, while Mr. 
Cooper devoted his address more particularly to definite rules of 
conduct. 

It may therefore be stated that for the past twenty years the 
American Association and the American Institute have taken no 
ambiguous stand as to the professional character of the activities 
of the public accountant, and the necessity of maintaining at all 
times rules of conduct based upon a high regard of the duties of 
the accountant to the public, to his clients and to other members 
of our profession. 

So much for the past. What about the future? In the first 
place, one thing may be taken as certain, namely, that as most of 
the members of the Institute are imbued with the same ideals 
which were expressed twenty years ago, no backward step will be 
taken in the future. However, I venture to express the opinion 
that it is not enough merely to remain satisfied with the present 
situation. It seems to me that there are three classes of people 
whom we must approach and convince that the practice of the 
public accountant is indeed a profession, and that no playing with 
words, such as calling it a business, can make it anything else 
but a profession, with all the responsibilities and duties that that 
term implies. These classes are first, certain of our own members 
and associates, second, some of the practising accountants who 
are not affiliated with the Institute and, third, a large proportion 
of the general business public. Unless practically all the public 
accountants throughout the country will conduct themselves as 
professional men, it will be difficult to make the general business 
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men of the country accept us assuch. Our first duty, then, is to 
try to convert the practising accountant who looks upon his work 
primarily as a means to accumulate a prosperous bank account. 
To meet with any measure of success in this proselytizing effort, 
we must first be very sure of the grounds of our own faith. It 
will not be enough to state that because for many years past both 
in Great Britain and in the United States practising accountants 
have claimed they were professional men our work is necessarily 
professional. It will not be enough to state that because lawyers 
and doctors do not advertise or employ solicitors public ac- 
countants should not do so. I do not mean to suggest that 
precedents and established customs should be ignored. On the 
contrary, they afford a prima facie argument in favor of the 
particular matter which they govern, for there must have been 
at one time fundamental causes which resulted in the creation of 
established customs. Hence any precedent or established custom 
demands at least our respect and our careful investigation before 
discarding it. But times and conditions change, and it would be 
foolish to continue a custom merely because it had existed many 
years in the past. 

The fact that questions are now being raised as to whether or 
not we are engaged in a profession or a business may possibly 
result in a healthier condition for us all. It will create discussion 
and investigation which in my opinion will demonstrate not only 
to ourselves but to those who do not now agree with us, that the 
very nature of our work puts us in the professional class whether 
we like it or not. Instead of going forward, placidly content that 
we are professional men, we shall then acquire new zeal, for we 
shall be more firmly grounded in our faith. 

I have purposely extended my remarks along these lines, for 
I think there is a tendency in all of us unduly to criticize the man 
who does not see eye to eye with us. If we are to accomplish 
anything we must meet those who disagree with us in a friendly 
attitude and present our arguments in such a logical, forceful 
manner that they will be unanswerable. 

Our first task, then, is to determine what constitutes a pro- 
fession. The various bar associations and medical societies all 
emphasize the fact that service must be the first consideration, 
and that reward or personal gain should be a subordinate con- 
sideration. In my opinion, by far the best definition of a pro- 
fession and of its requirements that I have as yet seen is to be 
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found in the rules of professional conduct of the Western Society 
of Engineers, which I will give in full: 


1. A profession is a vocation in life requiring specialized intellectual 
attainment which can be devoted to the service of others. 

2. The opportunity to serve human society with specialized skill is not 
confined to the professions, but professional service is peculiar in that it is 
the product of mental inquiry and analysis upon problems which can not 
be properly solved by purely mechanical skill or training. 

3. Competent professional service, therefore, whether for the com- 
munity, the corporation or the individual, requires a certain liberty of 
thought and action with some freedom from undue direction which is not 
noticeable in other callings. This larger requirement, as a trust, carries 
with it the responsibility of producing the most effective results consistent 
with all the limiting circumstances. 

4. It follows that a capable professional man should be necessarily and 
peculiarly the repository of confidence and trust on the part of those 
whom he will serve, and such necessary confidence and trust should in 
turn inspire in him as an obligation the highest sentiments of honor 
and good faith. 

5. The first and highest aim of a professional man should be to render 
the most effective and efficient service consistent with the opportunities 
afforded him. Questions of his remuneration can not properly take preced- 
ence of the quality of his service, but must be of secondary importance. 
It is, however, a secondary duty to see that his services are properly under- 
stood, appreciated, and sufficiently rewarded by adequate compensation, 
not only in justice to himself and his family, but as a mark of respect to 
his profession. 


Summarizing the foregoing, the attributes of a profession must 
be: 

1. Specialized skill. 

2. Service to human society which is the product of mental 
inquiry and analysis upon problems which can not be properly 
solved by purely mechanical skill or training. 

3. Liberty of thought and action with freedom from undue 
direction. 

4. The attitude on the part of the practitioner that his rela- 
tionship to his client is in the nature of a trust, which in turn 
must inspire in him the highest sentiments of honor and good 
faith. 

5. As a corollary to the foregoing, it follows that remuneration 
can not take precedence of the quality of the service but must 
be of secondary importance. 

How singularly the above definition of a profession fits the 
requirements we constantly claim for ourselves. It is quite 
inconceivable that any practising accountant would claim that 
the first four of these captions do not constitute the whole fabric 
of the claims which entitle him to any consideration on the part 
of the public from whom he expects to draw his clientele. That 
being the case, it should not only be impossible for him to 
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permit his remuneration to take precedence of the quality of 
his service, but he can not by any process of juggling place his 
activities under the caption of a business without completely 
stultifying himself. It seems to me that there can be no half- 
way house; one can not serve both God and Mammon. 

It may seem almost a waste of energy to devote so much time 
to something which appears axiomatic. We must, however, 
attempt to reach out to a larger audience who do not at present 
accept our point of view. 

Articles have appeared in one of our contemporary accoun- 
tancy magazines where the question has been seriously raised as 
to whether or not the attitude of the Institute was not entirely 
wrong in claiming that we constituted a profession. It is essen- 
tial for the future welfare of all practising accountants, whether 
members of the Institute or not, that this question be settled for 
all time to come. It would appear that there can be only one 
reason why any practising accountant should desire to free him- 
self from the designation of a professional man, and that would 
be because a profession necessarily entails obligations and rules 
of conduct which would be distasteful or in the opinion of the 
practitioner might be detrimental to a rapid increase in his fees 
account. That every professional calling carries with it its 
special obligations is emphasized by the leaders of all the profes- 
sions. Julius Henry Cohen, in his book entitled The Law, Busi- 
ness or Profession, says: 


“To put forth power in such a way as to be provocative of power in 
others is the ethical aim that should guide men in all vocations and in all 
their relations . . . . The moral view of the professions leads their represent- 
atives to subordinate the claims of ambition and of material gain to the 
enduring interest of science, of justice, and to all the permanent social 
interests that are confided to their keeping.” 


The American Medical Association in its code of ethics gives 
the following description of the obligations of a physician, which 
would seem to apply equally to the obligations incurred by 


any practising accountant. 


“‘A profession has for its prime object, the service it can render to 
humanity; reward or personal gain should be a subordinate consideration. 
The practice of medicine is a profession. In choosing this profession, an 
— assumes an obligation to conduct himself in accord with its 
ideals. . . . 

“The obligation assumed on entering the profession requires the physi- 
cian to comport himself as a gentleman, and demands that he use every 
honorable means to uphold the dignity and honor of his vocation, to exalt 
its standards, and to extend its sphere of usefulness. . . . 

“In order that the dignity and honor of the medical profession may be 
upheld, its standards exalted, its sphere of usefulness extended, and the 
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advancement of medical science promoted, a physician should associate 
himself with medical societies and contribute his time, energy and means 
in order that these societies may represent the ideals of the profession. 

“‘A physician should be ‘an upright man; instructed in the art of heal- 
ing.’ Consequently he must keep himself pure in character, and conform 
to a high standard of morals, and must be.. . modest, sober, patient, 
prompt to do his whole duty without anxiety . 

‘Solicitation of patients by physicians as individuals, or collectively in 
groups by whatsoever name these be called, or by institutions or organiza- 
tions, whether by circulars or advertisements, or by personal communica- 
tions, is unprofessional. . . . It is equally unprofessional to procure 
patients by indirection through solicitors or agents of any kind, or by 
indirect advertisement, or by furnishing or inspiring newspaper or maga- 
zine comments concerning cases in which the physician has been or is 
concerned. All other like self-laudations defy the traditions and lower 
the tone of any profession and so are intolerable. The most worthy and 
effective advertisement possible, even for a young physician, and especially 
with his brother physicians, is the establishment of a well merited reputa- 
tion for professional ability and fidelity. This can not be forced, but must 
be the outcome of character and conduct. The publication or circulation 
of ordinary simple business cards, being a matter of personal taste or local 
custom, and sometimes of convenience, is not per se improper. As 
implied, it is unprofessional to disregard local customs, and offend recog- 
nized ideals in publishing or circulating such cards.’ 


But, it will be claimed, these rules of conduct may be all very 
well for the old professions such as medicine and law, but it does 
not follow that the rules of one profession necessarily must be the 
rules of another. It may also be claimed that the general public 
centuries ago accepted the fact that doctors and lawyers were 
professional men, and while freely acknowledging that public 
accountants are also professional men, it will be contended that 
as our profession comparatively is of such recent origin the public 
must be educated and taught the character of the service which 
we can offer. I frankly concede the force of the argument 
that because certain rules of conduct apply to certain professions, 
they do not necessarily apply to other professions. We must go 
back to fundamentals if we expect to demonstrate that the rules 
forbidding advertising and soliciting are equally applicable to 
members of our profession and to physiciansorlawyers. Further- 
more, I believe that many of us will willingly concede that in many 
communities throughout the United States the general public 
does require education in respect to the character of the services 
which we can render. This condition was well presented by 
Robert H. Montgomery at the annual convention of the American 
Association in 1907, but he pointed out that while general pub- 
licity and educational work by the local societies were eminently 
proper and indeed advisable, the personal advertising of individ- 
ual accountants was damaging, not only to the advertiser, but 
also to the profession as a whole. 
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If, however, upon investigation we find that the reasons why 
physicians and lawyers do not advertise or solicit are of such a 
fundamental character that the same reasons must apply to any 
and every other profession, then we have an answer to those in 
our profession who desire to have our Institute let down the bars 
and permit promiscuous advertising by circular letters of every 
description and the engagement of a corps of solicitors. 

That such fundamental reasons do exist is set forth very ably 
by Julius Henry Cohen in the book to which I have already re- 
ferred, and I can not do better than to quote him. In dealing 
with this subject, Mr. Cohen is supposed to be addressing a 
manufacturer of shoes, whose son is about to enter the legal 
profession, and he gives to the young man words of advice which 
every young man entering any profession may well take to heart. 


“‘Let us grant all that the advertising gentry say concerning their work 
—there are some things even they can not advertise. The breath of frost 
will kill the finest beauty rose, though the sturdy pine will hold its head 
high above the snow. There are some things so delicate, so subtle, so 
like the rose, that the cold air kills them. . 

“Mr. Shoe-Man, you have shoes to sell. You may praise your product. 
Your son has to sell—knowledge? Yes. Services? Yes. And something 
more. . . . Is your son not pledged to loyalty to his client, to preserve 
inviolate his client’s sacred confidences, to forget self in service for an- 
other? Can such fealty or service be bought and sold? .. . 

“The basis of the relationship between lawyer and client is one of un- 
selfish devotion, of disinterested loyalty to the client’s interest, above and 
beyond his own. Let the lawyer seek you for his own profit and you 
despise him. 

“In a certain club a flattering young man diligently cultivated ac- 
quaintanceship among the members. His motive became apparent—he 
was an insurance agent. Did he add to his clubability? When he was 
found out, did it add to his practice? Wherever personal confidence is the 
basis of a relationship, it is born of goodwill. Such a goodwill can be 
brought about by actual service. The young lawyer who has no practice 
must establish this goodwill. He can do so by service, unselfish service. 
If he joins clubs or political or civic or religious organizations, he will 
acquire just the goodwill he deserves. Men intuitively learn to pick out 
the ‘climber’ and set him apart from ‘the fine fellow.’ 

“Those of us who know how hard it is in middle life to take the time for 
public work from private service welcome the young men, fresh from law 
school, buoyant and full of energy ready to try out their brains upon the 
knotty a mop of the day. e need them—how much we need them, 
on legislative committees, on research committees—wherever the lawyer's 
training is needed for the solution of pressing problems. Can the lawyer 
create a goodwill by unselfish devotion to the public weal? I know that 
he can—if he put his ideals above his profit. He must entirely and at once 
dismiss from his mind the thought that such association will bring business. 
It will not. It will beget confidence—if he earns it; and as confidence is 
the fabric of which professional retainer is made, it will come as friendship 
comes, in gentle zephyrs, when most unexpected. Where two people find 
faith in each other and one needs the other’s confidential counsel, there is 
the beginning of the lawyer’s practice. Can such a confidence be secured 
by advertisement? It can. It is done every day in the week—bdut not by 
advertising one’s self. The reputation of a lawyer is made up of advertise- 
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ment more than he has reason to suspect. Every one of us is talked about 
behind his back. And by the time he reaches forty-five every man is 
tagged and labeled, sometimes in different quarters with different and con- 
flicting tags and labels. Young man, let your friends and your enemies do 
your advertising for you. A really effective enemy, properly chosen be- 
cause of the things he stands for and you do not, will do more to build 
confidence in you than many intimate friends. 

“The shoes are good, Mr. Shoe-Man. You may say so—if it be true. 
And you may spread the glad tidings and no one will blame you that you 
make profit out of selling shoes. . . . But in the case of the la , adver- 
tising of one’s own willingness to be trusted as a man of unselfish devotion 
—for 10% of the amount involved—frosts the rose before it has chance to 
bloom. It nips in the bud the flower that grows only in a warm atmos- 
phere. Take it out of the nursery and stick it in the snow, lawyer-adver- 
tiser, and see what becomes of it.” 


Those of us who have been in practice a number of years can 
not but sympathize with the difficulties and temptations of the 
younger men who are trying to build up a practice, for they see 
older firms, which have no excuse for adopting unprofessional 
methods, apparently enlarging their clientele by solicitation and 
advertising. The quotation above will, I hope, give new hope to 
the young practitioner that by steady perseverance and through 
service he will eventually win a place of confidence and success in 
hiscommunity. I do not believe that it is thoroughly appreciated 
by the younger, and sometimes struggling, public accountant 
that our rules against promiscuous solicitation and advertising 
are in reality more for his benefit than for the older established 
firm. If such advertising methods actually produce the results 
claimed by some accountants and if they were permitted by the 
Institute, what chance would the young accountant have with 
his slender financial resources as against the old established firm 
with a bank account large enough to finance a heavy advertising 
budget? 

To the member or associate who violates the rules of conduct 
in respect to solicitation or advertising, the attitude of the In- 
stitute is that of persuasion to reform, rather than harsh criticism 
and threats of discipline. The officers of the Institute realize 
that while our ideals must be high, it would be folly to expect one 
hundred per cent. perfection on the part of all members. The 
results of this policy are gratifying, and usually the practice 
complained of is voluntarily abandoned. 

I have attempted in the foregoing paragraphs to suggest not 
only what our Institute stands for, but also the nature of the 
propaganda that the Institute must undertake in order to demon- 
strate that the calling of the public accountant is indeed a pro- 
fession and carries with it all those obligations and codes of con- 
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duct which are inherent in every profession. In addition, the 
American Institute will, I believe, undertake in larger measure 
than in the past other activities to create high ideals in the minds 
of those entering our profession. The difficulties that beset us 
do not differ materially from the difficulties existing in the older 
professions. A recent report of the committee on legal education 
of the bar association of the city of New York says: “‘ The prestige 
and influence of the bar are menaced as the result of a great influx 
of young men, deficient in general knowledge, special training, 
and character.”” In the past, the students in schools of commerce 
have had held up to them altogether too much the commercial 
gains incident to a knowledge of accounting, while the inculcation 
of professional ideals has not received due consideration. The 
inauguration by the Institute of a placement committee will, I 
believe, help our profession very materially in the years to come, 
by reason of the fact that we shall obtain the interest of young 
men who have a good background not only in technical training, 
but in the even more important development of character, and 
in the ideal that true success can never be measured in dollars 
and cents. The committee on education of the Institute pro- 
poses to enlist the assistance of all schools of commerce and 
universities where accounting is taught to include in their lectures 
the fundamental teachings of professional ethics. 

Finally, each and every one of us can exercise his own influence 
by precept and example among the members of his staff, so that 
they will unconsciously adopt correct professional ideals. 
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Auditing Counties in Texas * 
(Concluded) 


By GEORGE ARMISTEAD 


Besides the sums paid out for bonds and other lawful securities 
purchased as investments, with accrued interest thereon, if any, 
and occasionally treasurer’s commission, the only other disburse- 
ments should be for maturing interest on the bond issue. If the 
issue is a serial one, then payments of principal may also be in 
evidence. Herein lies the most tedious and particular task 
related to either bonds or warrants. It is doubtful if there is any 
other single feature of an entire county examination requiring such 
particular care or so fraught with possibilities. Speaking gen- 
erally, bonds are bonds, and county bonds are not different from 
those of a private corporation in the manner of liquidating prin- 
cipal and interest, but the auditor in a county examination is 
practically sure to find none of those well kept voucher files and 
the carefully preserved canceled coupons and bonds generally 
found with commercial accounts. In the first place, county treas- 
urers are often in a state of befuddlement over the condition of 
their interest payments. Many of them do not know at any given 
time whether they have remitted too much or too little to the 
liquidating bank. Conceivably, if the interest remittance was not 
enough the county would hear of it, and by the same rule would 
be advised of an excess. The latter proposition is by no means 
to be assumed. The eastern bank is quite willing to carry an 
excess balance, and will continue to carry it as long as the county 
will let it stay there. And a short remittance is not always 
promptly brought to the attention of the county, as bonds and 
coupons are sometimes not presented for payment until long 
after their maturities. If such unbusinesslike methods are pur- 
sued, when the long past due bonds and coupons are presented 
for payment a troublesome and sometimes costly investigation is 
necessary in order to determine their propriety. A proven 
beginning point should be the first quest of the auditor, a begin- 
ning point which will reveal the coupons outstanding and in 
agreement with funds held therefor by the liquidating bank. 
This quest may take him back to Heaven knows where, possibly 





* Address delivered at the annual meeting of the Texas Society of Certified Public Accountants. 
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to the date of the bond issue, but assuming that he finds it reason- 
ably near, there should be added to the coupons so enumerated 
those maturing within the period under review. After this, the 
canceled coupons in the hands of the treasurer plus those 
recorded in the commissioners’ minutes to have been destroyed 
after payment, if any, plus those outstanding and represented 
exactly by funds confirmed by the liquidating bank to be in their 
hands should effect a balance. The same general rule will apply 
to principal maturities as well as to interest. A reconcilement 
should be worked out for every issue with the liquidating bank, 
its balance being obtained by direct mail inquiry. Now while 
this is the general outline of a method of verification and proof, 
it is no hard-and-fast rule, and is not warranted against the 
perplexities which come up out of obscure records, missing 
vouchers and official blundering. In such contingencies the 
auditor must have the experience and the genius to reach fair 
and safe conclusions, basing them upon whatever reasoning will 
answer the simple question: “Is the obligation (principal or 
interest) outstanding, or has it been paid and canceled in due 
course?’’ 

Mentioning this matter of canceling things brings up the 
practice which is sometimes employed to take up, with sinking- 
fund cash, bonds of the county not yet matured, the bonds so 
taken up being of the issue to which the sinking fund belongs. 
This may be a redemption under an option in the bond and may 
have been with the intention to retire and cancel, or the com- 
missioners’ court may have looked upon it as an investment of 
the sinking fund. However that may have been, it is of the 
utmost importance that every bond bought for retirement and 
cancellation be in fact canceled and in due course according to 
law destroyed by the commissioners’ court and so recorded. It 
should not be necessary to cite what has happened time and 
again—the purchase of the bonds for retirement before maturity, 
their supposed cancellation, the actual resale by dishonest officers, 
the losing of continuity in the record, the payment of interest on 
the resold bond out of its former interest and sinking fund from the 
funds of which it had been retired, and its eventual appear- 
ance in the hands of a lawful holder for value as an obligation to 
be paid. This simply demonstrates the absolute necessity of 
proving every coupon taken up against a live bond or warrant, 
as the case may be. 
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OFFICIAL BONDS 


I once asked a man who had made a dozen or more county and 
school audits in Texas and was locally regarded as an authority, 
if he ever did anything about officers’ official fidelity bonds. He 
inhaled copiously from a cigarette and blew it out fifty-fifty 
through his nose and mouth, the while he replied: ‘‘That is not 
auditing.”” Possibly not by the standards of some, but it is when 
one wants to do the square thing. It is obvious that an auditor 
can not pass intelligently upon the financial strength of sureties, 
particularly if he be a stranger to the locality where the work is 
being done, and even if he could, approval is a function belonging 
to the commissioners’ court or to the city council as the case 
may be. Yet the auditor can and should ascertain whether 
bonds for all officers actually exist, are on file and of record as 
approved by the court, and he ought to present a detail of them 
in his report citing any not in the sums required by law. It 
frequently happens that bonds are being relied on where the 
sureties have died or departed or moved away from the jurisdic- 
tion of the state courts after the execution of the bond. 


THE PERMANENT SCHOOL FUND 


The common school funds of a county are not under the super- 
vision or control of the commissioners’ court and this discourse 
has passed them by for lack of time. Their audit is usually made 
concurrently with county affairs and the cost is usually paid by 
the county. These funds also are subject to a mass of regula- 
tions of a special character, and the principal difference between 
them and the county funds is that they are measurably under 
the control of the state department of education, and that the 
local depository bank performs the functions of a treasurer. 

Not so the permanent school fund, which is a county matter, 
is under the control of the commissioners’ court, and whose lawful 
and proper custodian is the county treasurer. Its income is the 
only part that goes to the schools to be spent for current school 
purposes. There seems to be some diversity of opinion among 
auditors regarding the proper treatment of the permanent school 
fund. Many of them, according to their reports, do not appear 
to regard the fund as of enough importance to be mentioned, much 
less investigated and reported upon. Some make mention of the 
cash and securities owned by the fund, but do not go into the 
matter of income, nor the lands owned by it, how much or where 
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situated. It would appear that a good many consider it a school 
matter while auditing the county and a county matter while audit- 
ing the schools. 

The Texas public schools, as is probably well known, were 
endowed many years ago by the state and the endowment was 
made in the only thing of which the state had enough to endow 
anything—in land. The commissioners’ courts were granted 
authority to hold, lease or sell their counties’ land, but when 
converted into cash it must not only be invested in certain speci- 
fied securities but must remain inviolate forever—nothing beyond 
the income was to be spent. 

Can anyone imagine an audit of an endowed college being 
satisfactory to its trustees if it did not show the form in which 
the endowment was held, the income therefrom, and in what 
manner it was being used? Surely an auditor would not over- 
look a matter of so great importance and one which requires so 
little labor compared with its significance. But the endowment 
to the public schools is often unmentioned in county audits or is 
only partly treated. 

Let it be said, then, that it is an auditor’s duty in making an 
examination of a county to ascertain and report the condition of 
the permanent school fund, that is, the manner in which it is 
invested, the land endowment remaining, if any, vendor’s lien 
notes for land sold, cash and securities, and to state whether or 
not the investments are all of a nature sanctioned by law. It is 
his duty to determine that the indicated income from the fund - 
during the period was correct and that it was turned over to the 
available school funds, and to see that the principal has been in 
no degree reduced. If ever an auditor examining counties owes 
a debt to the public it is that of thoroughly auditing the perma- 
nent school fund. 
































MAKING THE REPORT 










It is no new theory of business that an auditor should view his 
tasks as far as possible through the eyes of his client, or at least 
with his client’s problems before him, and that having finished 
he should in the light of the exact truth relate his findings in a 
report written in the clearest possible terms. In every examina- 
tion of public finances and accounts the taxpaying public is the 
real client regardless of the nearer position of the commissioners’ 
court or the city council which has employed the auditor, and 
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this client, the public, is not a person having the time to ponder 
beclouded facts or figures nor one skilled in the language of 
technicality. Neither is the court nor the city council nor the 
school board. For these reasons then, if for no other, in all 
public work and especially in the examination of counties and 
municipalities, the purpose of presenting a thorough examination 
in the simplest and most effective form should be kept constantly 
in mind by the auditor. 

If ever there was need that an audit report should be a human 
sort of document it is in the case of a county. This administra- 
tive unit is generally in the hands of plain men who need plain 
facts plainly stated. Second only to the art of doing the work is 
that of setting down the result in a clear and comprehensive way. 
It would be quite a vagary to say that an audit could be made 
involving many details without having to resort to tabulations— 
the setting up of facts in figures—for since audits deal with 
figures it is in figures that they must be largely set forth. Yet 
I have seen reports representing without doubt a vast amount 
of skilful work, so wrapped up and delivered in a marshalling of 
figures, so barren of intimate elaboration or comment, so cold and 
lifeless, that I confess they made me think of a book of annuity 
tables. 

I once found a report on a county lying in the office of a client, 
a bright fellow who conducted a mercantile business. It was 
a one-hundred-and-fifty-page document, with only two pages 
of double-spaced comments in the front, and I asked him why 
the thing was in his hands. He replied that the county judge had 
asked him to look the thing over and tell him, if he could, what 
it was all about. 

It has not been long since I saw the report of an audit of a 
fair-sized Texas county covering a period of six or eight years 
which was contained in not more than a dozen pages, and in 
which the greater part of the offices and accounts to be examined 
were disposed of with the terse remark “nothing to report.” 
Imagine, if it is possible, the transactions of a tax collector’s office 
over that period of time which had been so free from error that 
there would be nothing for an auditor to report. 

All this is preliminary to my plea for greater clearness and a 
greater amount of painstaking care to present facts so that they 
can be understood. Not a little has been said in this article about 
the structure of county accounts: that they consist simply of 
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funds on the one hand and certain obligations on the other; that 
this makes it possible to follow simple processes, etc., and now 
I say, especially as to reports, that the simple way is the right 
way, and that it is a poor thing to report any part of the developed 
facts in extended ard involved tabulations, boiled down and 
barren of the deiail which every interested person wishes to 
know. 

My thought is that the report should follow the straight line of 
a coherent story, let us call it a body of comments, into which all 
necessary statements, schedules and tabulations are inserted in 
their turn as the report proceeds, and so on through to the end. 
For example, the auditor might begin with comments setting out 
the scope of the work, the state of the account books and records 
and any special conditions under which the work was performed; 
passing thence to taxation, with a statement inserted in the com- 
ments showing the make-up of the various tax levies for each of 
the years of the period being reviewed, with remarks upon any 
exceptions to the several items and a showing of the per cent. of 
increase or decrease from year to year and the per cent. of in- 
crease or decrease over the entire period. I should then set 
into the body of the comments the resources and liabilities at 
the beginning of che period and follow immediately with a 
similar statement for the end of the period. This is much to be 
preferred to a comparative statement in parallel columns. 
These would be.Statements of the balances in the funds and the 
sums of the county’s obligations, funded or others. Let it be 
understood that these little statements of resources and liabilities 
would represent no effort to set up a balance-sheet. The auditor 
should then proceed to state his analysis of each of the funds, 
taking them up in the order shown, with each fiscal year separate, 
and with the closing balance of one year taken up as the beginning 
balance of the next. The form of statement to exhibit this analy- 
sis is as old as accounting itself: first receipts, showing so much 
from taxes, so much from this, that and the other, and the total. 
Then disbursements, showing so much for this, so much for that 
and the total. Receipts plus the beginning balance, with disb=rse- 
ments applied, will yield a difference revealing the balance at the 
close of the period. The analyses embodied in these statements 
should show such a classification as will clearly and substantially 
reveal the sources from which the money came and the things 
for which it was spent. Following the statements thus exhibit- 
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ing the figures, there should be such comments as the auditor may 
have to make touching improper or unlawful transactions, with 
any additional schedules or elaborations that may be necessary 
properly to exhibit them. Here is the place for the statement of 
exceptions, not somewhere else in the report, calling for a turning 
of pages back and forth. This simple plan obviates all the 
rigmarole of numbered schedules and lettered exhibits and 
brings the report, step by step, comments, figures and all coher- 
ently on down to the end. 

Any complicated matter of whatever character developed in 
the course of the examination should be written into the report 
with the utmost care, and not only this, but the whole body of 
comments should likewise be written with care and with an eye 
to making the report not only intelligible, but useful to all con- 
cerned. More than all this it should be prepared with a view to 
meeting the onset of any legal attacks that may be the outgrowth 
of the auditor’s work, either by or against his client, and above all 
with an open readiness for any man who may feel himself ag- 
grieved or damaged by reason of anything that may be brought to 
light. 


WRONG-DOING ¥ 4 


I have refrained from preaching about that very human trait 
which is as old as civilized government itself, the putting of 
sinful hands into the public purse. I have done so because public 
servants are no worse than private servants. Most of those 
who serve us in public office are honest men and women. God 
help us if they were not. Wrong-doing, however, is no new thing— 
it was here yesterday, is here today, and will probably be with us 
tomorrow. In the earlier days of our profession, we are told, 
wrong-doing in high places and low was believed to be the chief 
reason for the accountant’s existence. Let me tell you it is but 
little less so at this hour. We are fond of saying that the world 
has changed and that the calling of an auditor does not imply the 
existence of evil and that the uses and the activities of the pro- 
fession are made manifest throughout the whole living body of 
human affairs, whereat I say, ‘‘Amen’’—not to deny that sin is 
still with us and men still do wrong. Each man may settle it to 
his own satisfaction, but let him ask himself if he is, as a pro- 
fessional examiner, becoming enervated in conventional engage- 
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ments so that he no longer has the capacity to overtake a thief nor 
the discernment to recognize that dread distemper known as 
graft. An auditor may forgive himself some aberrations; he can 
haply afford to cast away some rare gifts—but not these. 


IN CONCLUSION 


I think it may be justly said that I have engaged in not a little 
complaining and that this has not been alone directed at the 
unaccredited practitioner but at our own accredited class as well. 
I have felt that it is necessary to speak plainly within the house of 
the brethren, and the only acknowledgment I have to make is 
that I am sensitive for the honor and the dignity of the profession. 
Let us inwardly take stock of ourselves and resolve that this 
important class of professional service shall, so far as we have 
contact with it, be performed in a manner befitting the high 
calling to which we pin our hopes and aspirations. Let there be 
light, and let all who will come and share it. A petty occupation 
having little to look to may well afford to keep its handicraft and 
its processes obscure and hidden in the spirit of selfishness and 
fear, but a great calling loses half its dignity and strength when it 
can not, in a clear and methodical way, give some account to all 
who may be concerned of the main reasons for its existence and 
the capacity for useful service by which its future appears to be so 
well assured. 
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Genesis, Growth and Aims of the 
Institute* 


By W. SANDERS DAVIES 


The subject assigned to me for this paper,‘‘ The genesis, growth 
and aims of the Institute,’ is one full of interest to our profession 
at large and of still greater interest, I am sure, to the members and 
associates of the Institute themselves. 

We must go back some fifty years when the practice of account- 
ancy as a profession in this country was almost, if not entirely, 
unknown, although it is more than likely that some men were 
earning a livelihood by doing some of the things which now fall 
to the lot of accountants. However, accountancy as a profes- 
sion in the United States was virtually unknown in 1876. (In 
Great Britain the practice of accountancy had risen to the 
height of a profession in the middle of the nineteenth century.) 
Some years prior to 1887 there were certain men in practice as 
public accountants in America, notably John Heins of Phila- 
delphia; Walter H. P. Vesey, New York; Barrow, Wade, 
Guthrie & Co., New York; Deloitte, Dever & Griffiths, New 
York; Jones, Caesar & Co., New York, and others whose names 
I do not recall, but to whom we owe a debt of gratitude as being 
the pioneers of our profession in the United States. 

In 1887 these men of vision realized that if their calling was to 
be raised to the dignity of a profession it was incumbent on them 
to bring together in a body the men who were holding themselves 
out to the public as practising public accountants. So they met 
in conference and as a result there was founded the American 
Association of Public Accountants, which was granted a charter 
under the laws of the state of New York in September, 1887, 
its aim being ‘‘to associate into a society or guild for their mutual 
benefit and advantage the best and most capable public account- 
ants practising in the United States; and through such associa- 
tion to elevate the profession of public accountants as a whole, 
and to promote the efficiency and usefulness of members of such 
society by the observance of strict rules of conduct as a condition 
of membership and by establishing a high standard of professional 


* Address delivered at a regional meeting of the American Institute of Accountants, Cleve- 
land, Ohio, May 22, 1926. 
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attainments through general education and knowledge and other- 
wise.” 

The association was a society of individual members at first, 
and its membership grew slowly because the profession itself grew 
slowly. Accountancy had not taken a definite place in the busi- 
ness world of the day, although the pioneers were slowly but surely 
proving to the financial and business interests that accountants 
have a very definite place in the commercial community. So the 
profession struggled along until about 1888, when there was a vast 
influx of foreign capital into this country. With it came the 
English and Scottish accountants to examine and report on the 
financial condition of the individual firms and corporations which 
were desirous of either borrowing funds from foreign sources or 
of taking advantage of the foreigners’ offers to purchase their 
business. So came the awakening of the bankers and business 
men of the country to the fact that Great Britain had a band of 
trained men known as chartered accountants, whose reputation 
as men skilled in the science of accounts and whose integrity and 
broad knowledge of business affairs had established their calling as 
a profession of which the business and financial men of their coun- 
try were taking full advantage. Business men were relying on 
accountants’ reports and certified accounts to determine whether 
these, in conjunction with such other information as they had 
gathered, would justify investment. In my opinion, from this 
time may be dated the acceptance of the profession and acknowl- 
edgment of the need of accountants in the financial affairs of the 
United States. Naturally the ranks of the profession began to 
fill and the American Association of Public Accountants began to 
increase its membership and its usefulness. 

In 1895 the profession had so grown in numbers that a move- 
ment was afoot to obtain its recognition by the various states, and 
in the year 1896 the American Association of Public Accountants 
effected the passage of the first certified public accountant law 
in the United States, that of the state of New York. Other states 
followed in comparatively quick succession, the whole movement 
being fathered by the American Association of Public Account- 
ants. Then came the need of bringing the practising accountants 
in the various states into closer association with each other, and 
this was followed by the formation of state societies, which led 
the American Association of Public Accountants to change its 
constitution and by-laws so that members were admitted not 
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only directly, but also as members of state societies. For many 
years the association continued to carry on its affairs under these 
conditions, members being either members at large voting individ- 
ually or society members voting through accredited delegates of 
the societies. This dual classification of membership continued 
for many years. The American Association of Public Account- 
ants prospered and membership in it began to be an open sesame to 
the banking and business world, because it was known that its 
members were men of integrity and proven practice, and that the 
association sought to admit only those in whom the business 
world might place full confidence as to their ability to carry out 
any accounting work which might be entrusted to them. 

About 1905 the American Association of Public Accountants 
felt the need of a means of disseminating information regarding 
the profession through which the many technical papers read at 
the annual meetings of the association or at the meetings of the 
state societies might be made available to the public in general, as 
well as to its members who, owing to geographical situation and 
other causes, were unable to attend its meetings and so to benefit 
by the papers read. This was not undertaken directly by the 
association, but several of its members undertook to publish such 
a journal as was desired. The Accountancy Publishing Company 
was formed for this purpose, and in 1905 the first number of THE 
JOURNAL OF ACCOUNTANCY was issued as the official organ of the 
association. 

During all these years the association had been trying to bring 
its members to a realization of the necessity of being ethical in 
their activities, and especially to restrict advertising, which had 
become most objectionable and many times contained statements 
which were very far from the truth. This caused some dissension 
and irritation, but finally the greater number of the members saw 
the difference between a profession and a commercial undertaking, 
and advertising eventually become taboo. 

The American Association of Public Accountants was always 
endeavoring to better the profession, and to aid its members. 
In 1912, codperating with the Ronald Press Company, the associa- 
tion took over the control of THE JOURNAL OF ACCOUNTANCY. 
In January, 1921, the Institute assumed the sole responsibility of 
publication. 

About the year 1916, it was becoming more and more evident 
that the dual membership, i. e., members at large and member- 
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ship through state societies, was not satisfactory, especially if 
members were to be disciplined for acts of omission or commission 
which brought the profession into disrepute. It was evident 
also that the profession should set its own standard of ability and 
hold its own examinations. 

The questions of change in form of membership, holding ex- 
aminations for admission, professional ethics, etc., were much 
discussed in 1916, and at the meeting held on September 19, 1916, 
the American Association of Public Accountants was merged into 
the American Institute of Accountants, a society of individual 
membership, its objects, as stated in article I of the constitution, 
being: ‘‘. . . to unite the accountancy profession of the United 
States; to promote and maintain high professional and moral 
standards; to safeguard the interests of public accountants; to 
advance the science of accountancy; to develop and improve 
accountancy education; to provide for the examination of 
candidates for membership, and to encourage cordial inter- 
course among accountants practising in the United States of 
America.” 

About this time George O. May discussed with certain members 
of the Institute the question of founding a library and bureau of 
information to which members might submit questions confront- 
ing them and obtain, without the disclosure of names on either 
side, opinions from other members who were qualified to give 
them, and where general information on accountancy publica- 
tions, pamphlets, etc., might be obtained. At this meeting 
Mr. May offered a subscription for this purpose. The splendid 
work then undertaken resulted in an endowment fund in excess of 
$200,000, an accounting library of great value, and a bureau 
obtaining and sending out answers to questions submitted by the 
members. 

The growth of the Institute none can deny. In 1916, at its 
inception, it inherited 1,115 members and 64 associates from the 
American Association of Public Accountants; today, after a period 
of less than ten years, it has 1,647 members and 394 associates. 
But as you know, it is not numbers that count in a profession such 
as ours, but rather the steady influx of well qualified men. Then, 
too, growth does not consist merely in number of members, but in 
what has been attained since the Institute was formed in 1916, and 
became a society of individual members. What has the Institute 
accomplished ? 
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(1) 
(2) 


(3) 
(4) 


(7) 


(8) 


(9) 


(10) 


It has an accounting library second to none in the country. 

It has a board of examiners which sets the papers for the 
Institute examinations held twice a year. These ex- 
aminations are used by a majority of the state boards 
of accountancy. 

It publishes a technical paper, THE JOURNAL OF ACCOUNT- 
ANCY, which is a valuable addition to any library. 

It has published three books: 

Audit Working Papers, 
Duties of the Junior Accountant, 
Introduction to Actuarial Science. 

The copyrights of these books have been donated to the 
Institute by the authors. 

It has also published the Accountants’ Index, one of the 
most valuable accountancy books ever produced. 

It furnished the federal reserve board with the content 
matter of Approved Methods for the Preparation of 
Balance-sheet Statements. 

It has kept in touch with all legislation affecting the pro- 
fession, supporting that which was good and opposing 
that which was bad, and has been a prime mover in 
almost all C. P. A. legislation. 

It has codperated with the treasury department with re- 
gard to income-tax regulations, practice before the 
board of tax appeals, simplification of tax-return 
blanks, and in anything the department has asked of it. 

It has a special committee on public affairs which has 
issued five letter-bulletins: 

1. Arbitration, 

2. The crime tendency, 

3. Credit frauds, 

4. Federal tax simplification, 
5. Arbitration. 

It has taken much interest in the development of regional 
meetings and has assisted in the preparation of pro- 
grammes. These regional meetings are held in various 
parts of the country and are doing much to bring the 
accountant to the attention of the business public. 

Through a special committee it has had close rela- 
tions with bankers represented by the Robert Morris 
Associates. 
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(11) It has encouraged the formation of local chapters cf the 
Institute. 

(12) It has adopted a most rigid code of ethics (rules of profes- 
sional conduct) and has a committee on professional 
ethics which receives, investigates and reports upon 
complaints against members. This committee has had 
some arduous duties to perform and in several cases it 
has reported prima-facie evidence of a breach of one or 
another of the rules of professional conduct. The 
members held to be in error have appeared before the 
council sitting as a trial board, and such punishment 
has been meted out as the facts disclosed warranted, 
varying from reprimand and suspension to ex- 
pulsion. 

(13) In short, the Institute has worked unceasingly for the 
good of the profession, the upholding of standards of 
ability and ethics, and for the protection of the public 
by endeavoring to stamp out everything in ac- 
countancy which bordered on chicanery and deceit. 

Much more might be said in detail but I have endeavored to 
touch on some of the more important things. 

So much, then, for the growth of the Institute, and now as to 
its aim. In speaking of its being and its growth, its aim has 
necessarily been disclosed, but to summarize I would say that the 
aim of the Institute is: 

To be a society setting the highest ideals to be followed by the 

profession; 

To embrace in its membership all practising accountants who 
can qualify and are willing to live up to the standard of ethics 
governing its members; 

To expand the usefulness of the library and especially the cir- 
culating feature of it; to extend the field of the bureau of 
information and to conduct a research laboratory; 

To bring before university and college authorities the desirabil- 
ity, where the curriculum permits, of preparing men to enter 
the profession ; 

To place before the public information on accounting, arbitra- 
tion, taxation and kindred matters which will show the 
thought that accountants give to matters of finance and taxa- 
tion and the desirability and necessity of the employment of 
accountants by the financial and business world as advisors, 
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auditors and arbitrators, for all of which they are eminently 
fitted by their training and education. 


Finally, I see as in a vision, and at no great distance, the day 
when our profession will be held by the public in as high esteem as 
are law, medicine, or engineering, and the American Institute of 
Accountants will be universally accepted in relation to account- 
ancy as the bar association, the medical association or the 
engineering societies are to the other professions. 
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C. P. A. Legislation* 


By Lewis G. FISHER 


The relation of the committee on state legislation to its work 
and to the Institute which created it varies materially from 
that of the other standing committees of the Institute. The 
other standing committees, excepting perhaps that on federal 
legislation, have to do with matters mainly relating to and affecting 
the Institute as a national organization and its members, while the 
committee on state legislation is concerned with matters involving 
to a considerable extent the interests of organizations and persons 
other than Institute members. In not a few cases the feeling 
exists in the minds of those resident in the vicinity directly af- 
fected that any attempt to secure new or modified state legislation 
is a private fight in which neither the Institute, through its com- 
mittee, nor any other organization or person is entitled to inter- 
fere. This idea is a natural one and would be justifiable if only it 
were based upon fact. 

The Institute is interested primarily in advancing the interests 
of the accounting profession as a whole and believes that this 
object can best be attained by upholding proper ideals and stand- 
ards in accountancy. It is with those standards as they may be 
affected by state legislation that the committee on state legisla- 
tion concerns itself. It is obvious that the work of the committee 
can be only advisory, and that care must be exercised to avoid any 
appearance of lobbying, with the undesirable reputation which is 
usually attached to those against whom this charge is brought. 
In earlier years the committee was able to render a more direct 
service in the states where the first accountancy laws were en- 
acted. A model or skeleton law was drawn and used in several 
states as the foundation on which was built the bill later enacted. 
With a law based upon that model and fairly administered, there 
can be little occasion for complaint. 

Accountancy laws have been enacted and are now in force in all 
states and with perhaps a few exceptions are sound and fairly 
administered. However, as the conditions surrounding the work 
of the public accountant are constantly changing, as increasing 
demands are made upon him for service of a character which only 
a few years ago was not thought of, the need, real or fancied, of 


* Address delivered at a regional meeting of the American Institute of Accountants, Cleveland, 
Ohio, May 22, 1926. 
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some change in the laws that to a degree control the practice of 
public accountancy becomes apparent. Then we are confronted 
with a danger which, in my opinion, is worthy of the most careful 
consideration by every accountant who is interested in the real 
rather than the apparent progress of his profession. 

It has been my observation that there exists in the minds of 
legislators a belief that any proposed change in existing account- 
ancy laws, whether in the form of a new law or an amendment of 
statutes already in force, has for its sole purpose the protection 
of the public accountant, even to the extent of creating a monop- 
oly. Perhaps some public accountants have cherished a more or 
less secret hope that some change in the law might so far legislate 
troublesome competition out of existence as to result in a con- 
tinuous flow of business to their own offices. I have never be- 
lieved that the passage of a law would make men moral, nor do I 
believe that any business which might be created as a result of 
legislation would bring any lasting benefit. It may be conceded 
that as a citizen the public accountant has certain rights, in the 
enjoyment of which he is entitled to the protection of our laws. 
The same may be said of any citizen in any walk of life and I 
know of no valid reason which justifies the public accountant in 
asking our lawmakers for any special form of law, having for its 
purpose protection to him in the practice of his profession. 

Why, then, are accountancy laws? The answer is simple. 
Accountancy laws, carefully drawn and wisely administered, are 
both desirable and necessary, but for the sole purpose of protect- 
ing the business public from so-called accountants who, to use the 
most charitable term, are unqualified. If such laws can be 
written into our statute books and their administration properly 
safeguarded, the qualified public accountant will have all the 
protection he needs or has any right to expect. 

Our friends in Michigan have set us an example which we may 
well take to heart. I do not propose to enter into any discussion 
of the bill which became a law in that state a little more than a 
year ago, but the campaign which resulted in its passage is worthy 
of comment. This bill when introduced had received the support 
of chambers of commerce and associations of bankers and business 
men and I think also of the bar association. It became a law 
because it was demanded by the business public. It is in these 
quarters, rather than in the state legislatures, that we should, in 
my opinion, create and encourage a demand for better account- 
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ancy laws. When we have accomplished that, we need have no 
doubt that the bill so endorsed will be passed. 

During the early part of 1925 all state legislatures, with five 
exceptions, were in session, and in about half of them accountancy 
legislation in some form was under consideration. Time does not 
permit a discussion of the results, much less the suggestions sub- 
mitted and discussed, but a brief summary will be found in the 
report of the committee on state legislation, published in the 
Institute’s year book for 1925. An outstanding feature of nearly 
all the proposed legislation was the evident desire of the non- 
certified accountant to obtain a certificate through the operation 
of a waiver clause. As accountancy laws have been in effect for 
some years in all states, the Institute has consistently opposed 
any further extension of this privilege except when it was coupled 
with restrictive legislation, of which further mention will be made. 

In most states the state board of accountancy is appointed by 
and is responsible to the governor. Ina few states the appointive 
power is vested in the state educational authorities. It is not my 
purpose to oppose the latter method, but it is my opinion that no 
one is so well qualified to pass judgment on questions arising 
within the profession and between the profession and the business 
public as are the members of the profession, and that the best 
results will be attained by the elimination as far as possible of any 
outside control except the universal right of appeal to the courts. 

Perhaps the outstanding feature of accountancy laws, as the 
situation has developed during the past three years, is what is 
termed the ‘‘restrictive clause.”’ Its form is not yet clearly 
defined and perhaps will not be for several years. Its purpose is 
too well known to require any discussion. I have always felt and 
still believe that the time will come, and should come, when no 
one will be permitted to practise as a public accountant without 
having first given some evidence of proper qualification. Whether 
that time has yet arrived is perhaps open to question, but the 
condition is now with us and must be met. The Institute’s 
counsel, in a very exhaustive opinion which many of you have 
read, has staied that a restrictive clause can be so carefully drawn 
as to stand the test of both federal and state courts, with the 
possible exception of a few states in which constitutional provi- 
sions may be found which would serve asa bar. Restrictive laws 
have already been passed in eight states and in two of them the 
courts have declared them to be unconstitutional. I do not think, 
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however, that either case constitutes a fair test of the principle. 
Perhaps the wise course to take at this time is to keep in touch 
with the conditions in our own states and watch the outcome in 
states where the restrictive clause is still law. 

Of less general interest perhaps, but still of considerable impor- 
tance to the accountant, are the privileged-communication clause 
and a clause providing that all working papers shall be and remain 
the property of the accountant. 

In 1924 the committee on state legislation devoted a con- 
siderable amount of time to the collection of opinions from prac- 
tising accountants in all states, to serve as a foundation upon 
which it might build a new model law to replace the one adopted 
by the Institute some years ago, which would be more nearly in 
harmony with conditions of the present day. Those to whom 
letters were sent responded generously and with naturally a wide 
diversity of opinion. It was no small task to harmonize and 
coérdinate the many suggestions received by the committee, but a 
complete summary of its work may be found in the report sub- 
mitted to the council in September, 1924. The duty of framing 
the new law devolved upon the present committee, and to those 
who may never have undertaken a task of this kind I am in a 
position to say positively that it is easier by far to discuss and 
criticize an existing law than to writea newone. It is hoped that 
the form of the bill, now practically complete, and the provisions 
it contains may prove helpful in states where new or amended 
legislation is contemplated. 


115 











The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INSTITUTE OF ACCOUNTANTS 








A. P. RICHARDSON, Editor 








EDITORIAL 


Frederick Albert Ross, one of the two 
Frederick Albert Ross vice-presidents of the American Institute 

of Accountants, elected at the annual 
meeting of 1925, passed away suddenly June 30th. Mr. Ross 
had not been in robust health for several months before his 
death, but the sudden end was quite unexpected. His passing 
leaves a void in the profession which is deeply regretted by all 
those many accountants who were his personal friends and by 
the even greater number to whom he was known by name as a 
worker for the good of accountancy. Mr. Ross was a certified 
public accountant of Wisconsin and Minnesota and a fellow of the 
Institute of Chartered Accountants of British Columbia. He 
was a member of the Oregon State Society of Certified Public 
Accountants and at the time of the passage of the C. P. A. law in 
Oregon he was an active participant in the promotion of the 
enactment of the law. His prominence in the American Institute 
of Accountants was due to the splendid readiness which he always 
manifested to undertake any work which was given him to do and 
his staunch adherence to the*best traditions of the profession. 
While a member of the executive committee under the presidency 
of Edward E. Gore, his counsel was always sound and never 
selfish. For the past twenty years he had been a member of the 
firm of Peat, Marwick, Mitchell & Company and there is a tragic 
interest in the fact that at the time of his death he had only 
recently signified his intention of retiring from active practice. 
The funeral was held in the beautiful Connecticut country at 
New Canaan, and was attended by leading members of the pro- 
fession. Every member of the American Institute of Accountants 
and every other accountant who believes in the highest standards 
of professional practice will join us in extending the most profound 
sympathy to the family of Mr. Ross and to the members of the 
firm with which he had so long been associated. 
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The statement made by an officer of a 
Replacement Reserve | blic-utilit ted i 
Sunde arge public-utility company, quoted in 
full in the editorial pages of THE 
JOURNAL OF ACCOUNTANCY for July, is the subject of a letter 
published elsewhere in the current issue. Our correspondent, 
while agreeing in part with the position taken by the officer of the 
public-utility company, takes issue with him to some extent. 
The point on which their views are directly at variance turns upon 
the assumed interest of the body of consumers in the retirement or 
replacement fund which they have provided through the charges 
against them which the public-utility company has been permitted 
tomake. The attitude of the officer of the public-utility company 
is that the consumer has no such interest. The attitude of our 
correspondent quoted this month is that the consumers have 
such an interest. His opinion on this point is obviously coincident 
with that of the public-service engineer criticised by our first 
correspondent. The point is rather fundamental in character. 
There is much to be said on both sides. There are, however, very 
substantial grounds upon which to establish an argument that 
the reserves of a public utility, the rates of which are regulated by 
the public-service commission in the interests both of the con- 
suming public and of the public utility itself, stand upon a some- 
what different footing from those of a purely commercial enter- 
prise whose business is subject to open competition. The 
consumer in each case provides, in the payment made for the pro- 
duct of the business, for the replacement of the more permanent 
forms of equipment used in the business; but in the one case the 
rates are fixed in such a way as practically to insure a return upon 
capital, while in the other case the product must be sold at a price, 
free from regulation it is true, but on the other hand subject to 
competition of every character. Out of this price the necessary 
reserves must be set up before the profits are determined. There 
is every justification for feeling that the treatment of the reserves 
need not be identical in the two cases. 


There has been some discussion in re- 
cent months of the question as to the 
validity of an accountant’s lien on books 
of account. This is not on all fours with the question as to the 
proprietorship of accountants’ working papers. The latter, of 
course, are the property of the accountant, inasmuch as they are 
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merely his personal notations from which is compiled the final 
report which is given to and becomes the property of the client. 
A lien upon books of account is a different matter and there may 
be wide variety in the opinions held by competent authorities. 
So far as we can discover there seems to be no decision of the 
American courts which will be accepted as a precedent if a case 
arises involving the right to claim a lien pending payment 
of account for services rendered. There have, however, been 
several cases recently before the courts of Great Britain which are 
of the utmost interest to accountants everywhere, especially in the 
English-speaking countries where the whole system of law is 
founded to a great extent upon English precedent. The Account- 
ant, of London, reports in its issue of April 3, 1926, the finding of 
Justice Roche in the king’s bench division, March 24 and 25, 1926, 
in the case of Hoale, Smith and Field against Valentine Tingey. 
Without attempting to enter into the details of the case, we make 
the following excerpts from the judgment of the court: 


“In this case the plaintiffs claim a balance of £250 alleged to be the 
agreed amount due in respect of the remuneration of the plaintiffs for 
work done as accountants for and on behalf of the defendant. The 
defendant's pleaded case is that there was no agreement and that the 
amount claimed is in excess of a reasonable amount for remuneration. 
The defendant counter-claims for the return of a sum of £200 as overpaid 
by him, and also claims certain remedies in respect of the detention of his 
books and papers by the plaintiff firm. The facts as I find them are 
these. The plaintiffs are accountants, and the defendant is a confectioner 
and tobacconist, and he began business on the premises where he now is in 
about the 1909 or 1910. Before the war, and still more during the 
period of ie Gaseoien war of 1914 and 1918, he was making very 
profits in the business, but unfortunately he permitted himself to ma 
wholly false returns in respect of the taxation which was due from him. 
In the year 1924 he was found out and he called in the plaintiffs as ac- 
countants to make up his books, or, rather, to make accounts, because 
there were no books, so as to represent what he had in fact earned by way 
of profit in order to satisfy the inland-revenue authorities, who were 
apparently dissatisfied with the defendant and were determined that he 
should pay what was due from himtothecrown. The plaintiffs conducted 
those investigations. It is unnecessary that I should enumerate what they 
were, but they investigated them under very difficult circumstances, be- 
cause obviously the defendant, having been minded to take the course 
that he was minded to take and had taken, had kept as far as possible 
all signs of what he had done away from observation. The plaintiffs, I 
find, through Mr. Smith, the partner of the firm who dealt with thi 
matter, made it plain to the defendant that the matter was far from easy 
and a difficult one, and that it would involve his personal attention and 
that he would have to do the main part of the work himself personally 
for a very good reason. Mr. Smith had to act as both an accountant and 
as an advocate in this matter, and an advocate with a reputation and with 
a responsibility, as he had to acquit himself so as to satisfy the inland- 
revenue authorities with arguments based on figures which were at once 
honest and to which he could commit his reputation. . . . I am satisfied, 
having heard all the evidence, that the amount was. . . about right. 
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Now as to the conclusive matter in the case, namely, whether there was 
an agreement, I base my ae and judgment on three grounds. The 
first is that having heard the evidence of Mr. Smith and the defendant, 
Mr. Smith deposing to an agreement, I accept Mr. Smith’s evidence, 
and where it is in conflict with the evidence of the defendant I do not 
accept the evidence of Mr. Tingey in reply. The second ground is that 
broadly speaking Mr. Tingey agrees about the essential matter with 
Mr. Smith, that is to say, he assented to the proposition that he did agree 
to pay the £250 now claimed. . . . The third ground on which I have 
come to the conclusion that an agreement was arrived at is this, that very 
shortly after this date, that is to say in July, 1925, the plaintiffs rendered 
to Mr. Tingey an account of their services which brought out the fi 

at £840, and credited £550 as paid on account, leaving a balance of £290 
but reducing it in a way which is very familiar to an agreed sum—‘say 
£250, as agreed.’ That account was received by Mr. Tingey, and I can 
find no trace of any dissent from the assertion that that £250 had been 
agreed. . . . Now with regard to the books. The plaintiffs claim a lien 
for their work done upon the books and papers and the matter was dealt 
with by a sum being paid into court—a very sensible arrangement. The 
case to which I was referred was the case of Ex parte Southall; in re Hill, 
reported in 12 Jurist at page 576. Although it is not a decision, but onl 
an intimation of the opinion of Vice-Chancellor Knight-Bruce, it is, sf 
think, a very weighty opinion and in eieay it seems to me with 

to the papers and the ks upon which the plaintiffs did work and on 
which dap themselves made a considerable number of entries, their rights 
to a lien existed and the counter-claim must be dismissed. There will 
be a judgment for the plaintiffs for £250 on the claim and on the counter- 
claim -with costs.” 


What is an Accountant’s —_ G7 Apel 23ed in the chancery 
Lien? ivision, Justice Tomlin heard a motion 

by the Trinidad Land & Finance Co. 

for an order on Clifford & Clifford, a firm of chartered accountants 
in London, to deliver to the company all books and papers be- 
longing to the company then in the defendants’ hands. In the 
report of this case the following questions and answers appeared. 


His Lordship: ‘‘ How do the defendants justify keeping these books and 
ay - “a 
r. jO : ey Claim a lien. 
His bon Re “What is an accountant’s lien? I have never heard of 
such a thing.” 
If the learned judge in this case was not guilty of a lapse of mem- 
ory and if indeed he had not heard of an accountant’s lien it may 
perhaps be pardonable for clients to believe that such things do 
not exist. As long ago as 1880 there was a case of Meikle and 
Wilson v. Pollard involving a lien upon the books of account, and 
in 1910 the well known case of Findlay v. Waddell was heard in 
the court of sessions at Edinburgh, Scotland.’ The following ex- 
tracts from the summary of the case are of interest: 
“The liquidator of a “oy which was being wound up voluntarily 


claimed delivery of certain ks and papers belonging to the company 
which had been placed in an accountant’s hands to write up the,books 


119 








The Journal of Accountancy 








and to prepare a balance-sheet. The accountant having refused to hand 
them over unless the liquidator either paid his fees or recognised his lien 
therefor, the liquidator presented a petition to the court under sections 
164, 174, and 193 of the companies (consolidation) act, 1908, for their 
delivery, but that ‘without prejudice’ to any right of lien competent to the 
respondent. Held, that while delivery without prejudice to an alleged 
right of lien did not involve its admission, it did not in any way prejudice 
it if it existed, and that as delivery of the books was necessary for liquida- 
tion purposes the petitioner was entitled to the delivery craved.” 


The opinion was delivered by Lord Johnston from whose review 
of the case the following extracts are taken: 


“The Scottish Workmen’s Assurance Comoany, Limited, went into 
liquidation on 22nd November, 1909, and James Findlay, C. A., Edinburgh 
was appointed liquidator. The liquidation was voluntary and is not 
under supervision. William Waddell, C. A., Glasgow, had, as alleged, 
been employed by the directors of the company to write up the books and 
prepare a balance-sheet, and for that purpose had been placed in possession 
of certain books and papers of the company. These he claimed right to 
retain until paid his fees. The liquidator demanded delivery that he 
might proceed with his duties. Mr. Waddell asserted a right to retain. 
The attitude adopted by the parties was this—the liquidator offered to 
accept the books and papers subject to any lien Mr. Waddell might have, 
and when the question of lien came to be considered undertook to treat 
the books and papers as still in Mr. Waddell’s possession. Mr. Waddell 
declined, but intimated his readiness to deliver either on payment of his 
fees or on the liquidator recognising his lien and in respect thereof under- 
taking to admit his claim as preferential. The liquidator has presented 
this petition under the companies (consolidation) act, 1908, sections 164, 
174, and 193, for an order on Mr. Waddell to deliver the books and papers 
without prejudice to any lien competent to him. It was conceded that 
Mr. Waddell was really employed in the position of auditor of the com- 
pany. . .. There are two practical questions which appear to me to 
arise: First, is Mr. Waddell entitled to have the matter of his lien ad- 
mitted before he hands over the books and papers? In other words, is 
‘without prejudice to’ equivalent to the admission to a_ preferential 
ranking? I think not. It means what it says, without prejudice to his 
lien such as it is, leaving open the question whether it is good or bad and 
of its extent. It is only equivalent to a —_ to a preferential ranking if 
his lien is established, as it may be established, within the liquidation. 
For preferential ranking is the limit of the lien holder’s right—Adam v. 
Winchester (11R. 863). It is a matter of convenience and the circum- 
stances when that question should be determined. The determination of 
the question is not as of right to stay the liquidator getting possession of 
necessary books and papers. The latter may be urgent, the former may 
take time and involve inquiry, as in the case of the Lochee Sawmills 
Company (1908, S.C. 559). But where circumstances admit of its being 
immediately determined, then I think it ought to be immediately deter- 
mined, expedition in incidental matters being in the interest of the liquida- 
tion. Suchacase isthe present. The admissions of parties give the court 
all necessary information. Whether Mr. Waddell was merely an account- 
ant employed by the company to do certain work, or was in the full sense 
of the term auditor of the company, or whether he was auditor of the com- 

ny and phew more, the authority of the case of Meikle & Wilson v. 
Pollard (8R. 69) appears to be directly in point. I do not think that an 
accountant employed to audit or do any other piece of work, whether for an 
individual or a company, has any general lien such asa law agent. But he 
has a right of retention of papers put into his hands for the purpose of the 
work on which he is employed until he is paid the counterpart of his em- 
ployment. 
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“The second qpeciios is: Can the liquidator demand exhibition of books 
and documents the subject of lien before taking up his attitude of requiring 
delivery of them? If by operation of this section the claimant of a lien over 
books and papers can, with a view to giving inspection to a liquidator, be 
compelled to produce the books and papers, it is very difficult to under- 
stand how this can in many cases ‘without prejudice to that lien’ 
except on the footing that the call to produce on that condition involves the 
concession of the lien and the admission to a preference. On the other 
hand, there are many cases in which the wy ag aged may think it his duty 
to call for pa of the contents of which he is necessarily ignorant, and 
which are entirely useless to him, and it would be a hardship to the general 
creditors that the production should involve admission to a preference.”’ 


The Lord President and Lord Kinnear concurred in Lord John- 
ston’s opinion. 


We do not, of course, venture to express 
A Common-sense View an opinion as to the legal questions in- 

volved in the case which we have 
quoted, but it is quite clear that the tendency in modern courts is 
to interpret law according to the principles of equity and common 
sense. If this rule of jurisprudence is to apply in cases wherein 
an accountant’s fees are concerned it certainly seems that there 
can be no great difference of opinion as to the propriety of granting 
a lien upon the books of account when there is any doubt whatever 
as to the probability of payment of fees for accounting services. 
There is one great problem confronting all professional men: to 
collect when due the amounts which they have earned. Physi- 
cians and lawyers are quite familiar with the long delays which 
frequently occur between the rendering of an account and its 
payment. Naturally every professional man is reluctant to enter 
into the courts seeking redress in a case of this kind and it is proba- 
ble that a great many professional fees are allowed to remain 
unpaid simply because the practitioner has no desire to adopt a 
course of action which might be regarded as tainted with com- 
mercialism. There is, however, no force whatever in the argu- 
ment that professional fees are not as well earned as payment for 
commodities actually delivered. Some clients probably trade 
upon the notion that a professional man may be prevented from 
enforcing his claims because of professional distaste for litigation. 
If the accounts are small and insignificant it may be unwise to 
adopt legal process for collection, but where a considerable amount 
is concerned there does not seem to be any valid reason why a pro- 
fessional man, because he is such, should allow his rights to be 
ignored. If this be good logic, then it must be admitted that the 
establishment of a lien upon books of account is a proper method 
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of protection. The books are the only tangible thing upon which 
the accountant can levy, and it is to be hoped that if the matter 
comes before the American courts the precedent established in the 
English and Scottish cases will be followed as far as possible. 


A correspondent in El Dorado, Arkan- 

A Model Certificate sas, has sent an excerpt from the Daily 
News, published there, containing an 

accountant’s certificate, which is entitled to commendation. It 


reads as follows: 
“Port Allen, La., Dec. 29, 1874. 
“We, the undersigned, having been appointed a committee to audit the 
books of the treasurer of the Poydras fund, hereby certify that we have 
examined all his books and accounts and find them correct in every par- 


ticular. 
“Peter (X) Washington. 
(his mark) 
“George (X) Steptoe. 
(his mark)” 


The auditors, Messrs. Washington and Steptoe, being unable to 
read or write affixed their respective marks. It will be noted that 
they certified that they had examined all books and accounts. 
This was probably a perfectly correct statement, but it does not 
affirm that they have read any portion of the books or accounts. 
If their certificate had ever been called in question it would have 
been possible for them to say that being illiterate they had done 
all that was possible to protect the interests of their client. If 
the client wanted men who could really understand the records in 
the books, other auditors should have been engaged. It would 
be quite a simple matter to suggest a variety of analogies 
and comparisons between the accounting practice of some ac- 
countants and some other accountants and the methods of Messrs. 
Washington and Steptoe—but that is probably unnecessary. 


As an illustration of the broad general 

Examination Answers knowledge which is occasionally dis- 
played by candidates in the certified 

public accountant examinations it is interesting to consider some 
of the answers given in a recent examination to a question relative 
to so widely discussed a subject as stock of no par value. The 
following question occurred in the auditing paper set by the Am- 
erican Institute of Accountants in the examinations of May, 
1926. ‘‘State briefly the advantages and disadvantages as regard 
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(a) the issuing company, (b) the stockholders and (c) intending 
investors, of shares of no par value, as compared with par-value 
stock.”” It might be expected that the candidate would be able to 
say something sensible on this subject. The following, however, 
are actual answers. On question (a) we read, “‘The company 
does not have dividends to pay—does not have selling value.” 
On question (b) we are told, “Stockholders are not liable for 
amount of stock. They do not receive dividends.” And on 
question (c) the opinion is, “Stockholders are not liable for 
amount of stock. They do not receive dividends.” The authors 
of these answers may not be so totally ignorant as they appear. 
Perhaps the comments are merely an expression of the memory of 
a sad adventure in the field of finance. 
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The case of the Malleable Iron Range Company, decided in the court of 
claims of the United States, is of interest in that the court disallowed a deduc- 
tion taken in the year in which the amount of a judgment for infringement of 
patents was decreed by a lower court. The judgment was appealed by the 
taxpayer to a higher court, and later a final decision increasing the amount of 
the judgment against the taxpayer was issued. The court of claims held that 
in carrying the judgment case to the higher court, the taxpayer had, in effect, 
denied the liability at that time, and the amount of the claim against it was not 
a deductible loss until final judgment was issued. This decision undoubtedly 
is based on sound logic, but it would appear that the taxpayer had, by the act 
of recording the liability fixed by the lower court in its books of account, ac- 
knowledged a liability, and this acknowledgment was not offset entirely by 
its act of litigating the case further. From the viewpoint of an accountant, 
it would appear that the setting up of the liability in the books at the time the 
first judgment was decreed should have greater evidential weight than the 
continuance of the litigation. The management of an enterprise might con- 
clude that there was actually a liability but for strategic reasons continue the 
contest. 

In a somewhat similar case (appeal of Bump Confectionery Company to 
B. T. A., docket 451) the board held that: 


“‘A liability to respond to damages for breach of contract occurring in 
1920, which taxpayer does not admit to the injured party and does not 
accrue on its books, is not a proper deduction for the taxable year in which 
the breach occurred.” 


The fact that the liability was not recorded in the books seems to have been 
considered as of weight in determining this case. In another case it was held 
that as the oral testimony given did not exactly coincide with the entries of the 
transactions in the books of account, the latter furnished more weighty evi- 
dence than did the oral testimony. While there are all sorts of bookkeeping 
practices in use, seldom does one find any deviation from the practice of not 
setting up liabilities until they are actually incurred. 

Some decisions are being promulgated lately upon the subject of the statute 
of limitations, and as this question is constantly confronting taxpayers and 
their representatives, these decisions warrant careful study. 

In the case of Anderson v. The United States, tried before the circuit court of 
appeals, the commissioner, curiously enough, indicted the taxpayer for attempt- 
ing to defeat the tax under the 1918 act because the taxpayer made no return 
when his net income was less than the amount fixed by the statute as requiring 
a return to be made. The commissioner charged that as the gross income was 
of a considerable amount the return should have been made. The commis- 
sioner’s position would have been correct under any of the acts subsequent to 
that of 1918, but in that act it was not necessary for an individual taxpayer to 
make a return if his net income was less than $1,000 if single, or $2,000, if 
married, etc. 
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SUMMARY OF RECENT RULINGS 


Suit for refund of 1918 taxes is barred when brought over two years after 
denial of refund petition and over five years after tax was paid. (Court of 
claims of United States, Lopes v. United States.) 

Date of allowance of refund is date of commissioner’s final approval, and 
interest is payable until then. 

Where the tax for 1919 was paid in instalments, then under section 250 (b) 
of the 1918 act, interest on an overassessment did not begin to run until the 
payments exceeded the total amount of tax actually due. (Supreme court of 
the United States, Blair, commissioner, v. United States ex. rel. Birkenhead and 
Ronon, executors.) 

Annual payments for fifteen years under an agreement made prior to 1913 
in consideration of the surrender of the right to renewal insurance premiums on 
policies previously written do not constitute taxable income when received, 
except as to excess over the discounted obligation. (United States district 
court, Platt v. Bowers.) 

A judgment for internal-revenue taxes illegally collected should cover interest 
from payment until judgment, or final judgment if appealed, but such judg- 
ment does not bear interest. 

A certificate of probable cause converts a ju t against the collector 
to one against the commissioner. (United States district court, E.D. Michigan 
S.D., Burrows et al. v. Woodworth, collector.) 

‘A gratuitous appropriation” for “‘ wise and proper” distribution to officers 
and employees was held not a gift, but taxable income given for past services 
for bringing about a sale of the corporate assets and for the resulting loss of 
positions. (Circuit court of claims, fourth district, John C. Noel, collector, v. 
John H. Parrott.) 

Additional premiums on account of double indemnity and disability clauses 
in a life-insurance policy are taxable as casualty insurance. (Circuit court of 
appeals for second district, United States v. New York Life Insurance Company.) 

A court action for a refund upon a ground admitted to be correct and allowed 
as a credit against a proposed additional assessment may not be brought, where 
an appeal from the additional assessment has been taken and is pending before 
the board of tax a ls. (United States district court, W.D. Pennsylvania, 
Charles L. Suhr v. Pnited States.) 

Under the 1918 act, a return is not required when net income is less than the 
amount fixed by statute (gross income being immaterial) and an indictment for 
attempting to defeat the tax is insufficient which does not allege facts bringing 
accused within the statute. (Circuit court of appeals, seventh district, 
Anderson v. United States.) ; 

Income which at the trustee’s discretion is partly payable to or for benefi- 
ciaries and the balance invested for them, is, under the 1921 and prior acts, 
taxable to the beneficiaries as “‘income which is to be distributed to the bene- 
ficiaries periodically.” (United States district court, Minnesota, third district, 
John G. Ordway, et al., trustees, v. Wilcutts, collector.) : 

Where a judgment against a taxpayer on an accrual basis is appealed, it is 
not a deductible loss until the year in which the litigation is ended. (Court 
of claims of the United States, Malleable Iron Range Company v. United States.) 

Taxable net estate under the 1918 act does not include yengesty Soumestiy 
transferred to trustee in 1910, 75% of the income to be paid t while he 
and his wife lived and 50% to survivor; balance to children, and upon the death 
of survivor trust to terminate and estate distributed to children. (Court of 
claims of United States, George P. Miller et al., trustees, v. United States.) 

A live-stock commission corporation which upon making a sale immediately 
gives consignor its cheque, or which makes purchases for customers from its 
own funds, although almost immediately reimbursed, is not a personal-service 
corporation, because capital is a material income Prosdalet factor. (United 
— — court, S.D. Ohio, W. D., Hubbard-Ragsdale Company v. Dean, 
collector. 

A suit for income taxes for 1918 ay = over five years after return was 
filed is barred by limitation, although brought about three years and five 
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months after assessment. (Supreme court of District of Columbia, United 
States v. Godfrey L. Cabot.) 


TREASURY RULINGS 
(T. D. 3880, May 10, 1926) 


ARTICLE 1307: Limitations upon the crediting and refunding of taxes paid. 
(Also section 213 (a), article 32.) 
IncoME TAX—REVENUE Acts oF 1918 AND 1924—DecIsion oF Court 
1. Statute of limitations—Claims 
As a prerequisite to a suit to recover internal-revenue taxes, 
a claim for refund must, under section 281 (b) of the revenue act 
of 1924, be filed within four years from the time the tax was paid. 
2. Income—Salary—Dividend 
When the amount of a deduction claimed for salary by a com- 
pany is disallowed in part by the commissioner of internal revenue, 
the individual receiving the salary should, under the provisions of the 
revenue act of 1918, return the whole as salary and not the part dis- 
allowed as a dividend subject only to surtax rates. 
The following decision of the United States court of claims in the case of 
Hayner v. United States is _——— for the information of internal-revenue 
officers and others concerned. 


Court oF CLAIMS OF THE UNITED STATES 
George M. Hayner v. The United States 
On demurrer to the petition 
(May 10, 1926] 
GraHaM, Judge, delivered the opinion of the court. 


It is averred in the petition that the plaintiff as president of the ge a 
Hayner Co. received from said company as salary, in the year 1918, the 
sum of $13,195.79. He made his iadiellnadl tnnome-tox return, including the 
amount stated as salary, and paid his tax on March 15, 1919. In its income 
and excess-profits tax return for 1918, the George M. Hayner Co. reported as 
expense the amount paid to plaintiff as salary. After the audit of the com- 
pany’s return, the treasury department, in a letter dated December 24, 1923, 
disallowed as salary $3,195 of the amount paid plaintiff, upon the ground that 
the amount should be treated as a dividend, and assessed the normal tax 
thereon against the company. This assessment, amounting to $84.87, was 
paid 3! the company on March 12, 1924. On June 22, 1924, plaintiff filed a 
claim for refund of $383.40 because of the normal tax on $3,195 disallowed 
as salary and treated as a dividend to him from the George M. Hayner Co. 
The claim was disallowed on March 5, 1925, upon the und that it was 
barred by section 281 (b) of the revenue act of June 2, 1924 (43 Stat., 301), 
which provides that: “‘. . . no such credit or refund shall be allowed or made 
after four years from the time the tax was paid, unless before the expiration of 
such four years a claim therefor is filed by the taxpayer, . . .” 

The plaintiff contends that he had no basis for a claim for refund on account 
of the normal tax paid at the source by the George M. Hayner Co. until after 
the action of the commissioner of internal revenue disallowing as salary $3,195, 
on December 24, 1923, and that the statute of limitations did not begin to run 
until the accrual of the plaintiff's right of action. 

It is admitted that the plaintiff received as salary $13,195.79 and returned 
it as such for taxation. It does not appear that he has returned, or has been 
called upon to return, any of it to the company. Although the treasury 
department held that a part of the sum paid him should be accounted for by 
the company as a dividend, this does not alter the fact that plaintiff received 
it as salary. Having received it as salary, he was called upon to account for 
it as such in his return. He paid his tax on March 15, 1919, and filed a claim 


126 








Income-tax Department 











for refund on June 22, 1924, over five years afterwards. The language of 
the statute is plain and must be construed according to its terms, and, as it 
is in the nature of an indulgence to the yer, it must be strictly construed. 
It says that a claim for refund must be filed within four years from the date 
of the payment of the tax. The plaintiff has attempted to construe the pay- 
ment of the tax by the company as the payment of the tax by him. The two 
payments are entirely separate, and the statute of 1924 above provides no 
exception for such a case as the plaintiff presents. 
The demurrer should be sustained and the petition dismissed. It is so 
ordered. 
(T. D. 3884, June 5, 1926) 
ARTICLE 1351: Suits for recovery of taxes erroneously collected. 
IncoME TAX—REVENUE Acts oF 1918 anp 1924—Dzecision or Court 
Statute of limitations—Sutts 
Under section 3226 of the Revised Statutes as amended by the 
revenue act of 1924, a suit to recover internal-revenue taxes is barred 
unless brought within five years from the date of payment of the tax 
or within two years after the disallowance of that part of the claim 
for refund or credit to which the suit relates. 
The following decision of the United States court of claims in the case of 
Virgil J. Lopez v. United States is published for the information of internal- 
revenue officers and others concerned. 


Unttep States Court or CLAmms 
Virgil J. Lopes v. United States 
On demurrer to amended petition 
[May 17, 1926} 


GRAHAM, Judge, delivered the opinion of the court. 


It is alleged in the petition that during the year 1918 the plaintiff, who 
was president, treasurer, superintendent, and manager of V. Lopez & Co., Inc., 
owned 1 share of stock of said company; his brother, Louis L. Lopez, who 
was secretary of the company, owned 1 share of stock, and the oan 
358 shares were owned by Mrs. Aimee C. Lopez, mother of the plaintiff an 
said Louis L. Lopez. Mrs. Aimee C. Lopez was vice-president and assistant 
general manager of said company but was not actively engaged in the affairs 
“ the company, the plaintiff and his brother having complete charge of the 

usiness. 

The averments of the petition are vague. The principal one is as follows: 

“In its income and excess-profits tax return for 1918, V. Lopez & Co., Inc., 
reported as expense certain salary paid to the plaintiff. Upon the audit of the 
income and excess-profits tax return of V. Lopez & Co., Inc., the treasury 
department, under date of February 12, 1921, advised V. Lopez & Co., Inc., 
that it disallowed a portion of the salary paid to the plaintiff and to Louis 
L. Lopez and Aimee C. Lopez. As a consequence of the disallowance of such 
salary as expense, V. Lopez & Co., Inc., was compelled to pay and did pay 
on July 18, 1921, an additional tax of $4,758.95, which represented an addi- 
tional tax of $4,799.73 for 1918 less and overpayment of $40.78 for 1917. 
Plaintiff paid the tax December 18, 1919.” 

The petition avers that in due course plaintiff filed with the commissioner 
of internal revenue a claim for refund of $832.44, which it is a “was 
a portion of the tax paid in accordance with plaintiff's original individual 
return, on the ground that the amount disallowed as a salary deduction on 
the return of v lems & Co., Inc., had been treated as a dividend by the 
Officials auditing the corporation’s return,” and that “Therefore the normal 
tax on $6,937, which was the share of the taxpayer's salary disallowed as a 
deduction to the corporation, should not bear normal tax in computing the 
tax paid by the plaintiff in accordance with section 216 of the revenue act 
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of 1918." Under date of November 25, 1922, the commissioner denied plain- 
tiff’s claim for refund. The plaintuf sues to recover $832.44, with interest 
from December 18, 1919. 

From the foregoing it will be observed that the petition does not state the 
amount of salary received by plaintiff. It does not set out the date on which 
plaintiff filed his claim for refund, and it fails to recite any facts which would 
explain how the sum of $832.44 claimed was arrived at. However, there 
seems to be enough in the facts to reach a conclusion of law. 

The petition states that V. Lopez & Co., Inc., paid the additional tax assessed 
on July 18, 1921, so it is fair to assume that some time after that date the 
plaintiff filed his claim for refund. His claim was denied on November 25, 
1922. The plaintiff paid his tax on December 18, 1919. The petition was filed 
on December 11, 1925. It will thus be seen that the petition was filed more 
than two years after the denial of the claim for refund and more than five 
years after the tax was paid. 

Section 3226 of the Revised Statutes as amended by the act of June 2, 1924 
(ch. 234, sec. 1014, 43 Stat., 253, 343), provides: 

“No suit . . . shall be maintained in any court for the recovery of any 
internal-revenue tax alleged to have been erroneously or illegally assessed 
or collected . . . until a claim for refund or credit has been duly filed with the 
commissioner of internal revenue. ... No such suit ... shall be begun 

. after the expiration of five years from the date of the payment of such 
tax . . . unless such suit . . . is begun within two years after the disallowance 
of the part of such claim to which such suit . . . relates.’’ 

The language of this statute is plain. The principles involved in the ap- 
plication of it to the facts in this case are set out in the case of Louis L. Lopez 
v. The United States (E-604), this day decided. See also case of Hayner v. 
United States (No. E-600 [see page 8]), decided May 10, 1926. 

The demurrer is sustained and the petition dismissed. 


(T. D. 3881, June 2, 1926) 
ARTICLE 31: What included in gross income. 
INcoME TAX—REVENUE Act oF 1921—DeEcISION oF SUPREME COURT 


Income—Gain—Loss 
Income, within the meaning of the sixteenth amendment, is not 
received when, by reason of the diminution of the value of the 
German marks, a loan of marks is repaid in marks for a less amount 
in terms of dollars, where the money borrowed was lost and the 
result of the whole transaction was a loss. The mere diminution of 
loss is not gain, profit, or income. 
The following decision of the United States supreme court in the case of 
Frank K. Bowers, collector of internal revenue, v. Kerbaugh-Empire Co. is pub- 
lished for the information of internal-revenue officers and others concerned. 





SUPREME CoURT OF THE UNITED STATES 
Frank K. Bowers, collector of internal revenue, second district of New York, 
plaintiff in error, v. Kerbaugh-Empire Co. 
In error to the district court of the United States for the southern district of 
New York 
[May 3, 1926] 

Mr. Justice BUTLER delivered the opinion of the court. 

Defendant in error, a New York corporation, sued to recover $5,198.77 paid 
under protest on account of income taxes for 1921. Revenue act of 1921 (ch. 
136, 42 Stat., 227, 252, et seq.). 

It owned all the capital stock of H. S. Kerbaugh, Inc., en in the per- 
formance of large construction contracts, and applied to the Deutsche Bank of 
Germany, through its New York representative, for loans to finance the work 
being done by its subsidiary. The k agreed that it would make the loans 
by cabling to the credit of its New York representative German marks equiv- 

ent in dollars to the requirements of defendant in error, upon condition that 
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the loans would be evidenced by notes payable as to principal and interest in 
marks or their equivalent in United States gold coin at prime bankers’ rate in 
New York for cable transfers to Berlin. June 8, 1911, defendant in error 
advised the New York representative of the amount in dollars then needed; he 
notified his principal and it put to his credit in a New York bank marks _ . 
alent to the amount of money of the United States applied for. Then he drew 
his cheque payable in dollars against the credit and gave it to defendant in 
error, and in exchange received the promissory note of the latter payable 
in marks or their equivalent in gold coin of the United States. Prior to fuly 
2, 1913, 24 loans were made in this manner, amounting in all to $1,983,000. 
The equivalent in marks was 8,341,337.50. September 1, 1913, there remained 
unpaid 6,740,800 marks. The notes of defendant in error then outstanding 
were surrendered and its new note for that amount was given. And when that 
note became due it was renewed. Partial payments were made and, by March 
31, 1915, the principal was reduced to 3,216,445 marks. 

The several amounts from time to time borrowed by defendant in error were 
contemporaneously advanced to its subsidiary and were expended and lost in 
and about the performance of the construction contracts. These losses were 
sustained in 1913, 1914, 1916, 1917, and 1918, and were allowed as deductions in 
the subsidiary’s income-tax returns for those years. The excess of its losses 
over income was more than the amount here claimed by plaintiff in error to be 
income of defendant in error in 1921. 

After the United States entered the war the Deutsche Bank was an alien 
enemy. In 1921, on demand of the alien property custodian, defendant in 
error paid him $113,688.23, in full settlement of principal and interest owin 
on the note belonging to the bank. Of that amount, $80,411.12 represen 
principal. The settlement was on the basis of 244 cents per mark. easured 
by United States gold coin the difference between the value of the marks 
borrowed at the time the loans were made and the amount paid to the cus- 
todian was $684,465.18. The commissioner of internal revenue, notwithstand- 
ing the claim of defendant in error that the amount borrowed had been lost 
in construction operations carried on by it and its subsidiary and that no 
income resulted from the transaction, held the amount to be income and 
able to defendant in error for 1921. Excluding that item, the tax return for 
1921 shows a deficit of $581,254.77. 

The defendant in error by its complaint set forth the facts above stated 
and asserted—as it still insists—that the diminution in value of the marks was 
not income within the meaning of the sixteenth amendment; that the item 
in controversy is not within the revenue act; and that, if construed to include 
it, the act would be unconstitutional. Plaintiff in error moved to dismiss 
on the ground that the complaint failed to state facts sufficient to constitute 
a cause of action. The court denied the motion and gave judgment for de- 
fendant in error. This writ of error was taken under section 239, judicial 
code, before the amendment of February 13, 1925 (ch. 229, 43 Stat., 936, 938). 

The question for decision is whether the difference between the value of 
marks measured by dollars at the time of payment to the custodian and the 
value when the loans were made was income. 

The sixteenth amendment declares that congress shall have power to levy 
and collect taxes on income, “from whatever source derived,” without appor- 
tionment among the several states, and without regard to any census or 
enumeration. It was not the purpose or effect of that amendment to bring any 
new subject within the taxing power. Congress already had power to tax 
all incomes. But taxes on incomes from some sources had been held to be 
“direct taxes” within the meaning of the constitutional requirement as to 
apportionment. (Art. I, sec. 2, cl. 3, sec. 9, cl. 4; Pollock v. Farmers’ Loan & 
Trust Co., 158 U. S., 601.) The amendment relieved from that requirement 
and obliterated the distinction in that respect between taxes on income that 
are direct taxes and those that are not, and so put on the same basis all 
incomes, ‘‘from whatever source derived.” (Brushaber v. Union Pac. R. R. 
240 U.S., 1,17.) “Income” has been taken to mean the same thing as used 
in the corporation excise-tax act of 1909, in the sixteenth amendment, and 
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in the various revenue acts subsequently passed. (Southern Pacific Co. v. 
Lowe, 247 U. S., 330, 335; Merchants L. & T. Co. v. Smietanka, 225 U. S., 509, 
519 (T. D. 3173, C. B. 4, 34). After full consideration, this court declared that 
income may be defined as gain derived from capital, from labor, or from both 
combined, including profit gained through sale or conversion of capital. 
(Stratton’s Independence v. Howbert, 231 U. S., 399, 415; Doyle v. Mitchell 
Bro. Co., 247 U. S., 179, 185; Eisner v. Macomber, 252 U. S., 189, 207 (T. D. 
3010, C. B. 3, 25).) And that definition has been adhered to and applied re- 
peatedly. (See e. g. Merchants L. & T. Co. v. Smietanka, supra, 518; Goodrich 
v. Edwards, 255 U. S., 527, 535 (T. D. 3174, C. B. 4, 40); United States v. 
Phellis, 257 U.S., 156, 169 (T. D. 3270, C. B. 5, 37); Miles v. Safe Deposit Co., 
259 U. S., 247, 252-253; United States v. Supplee-Biddle Co., 265 U. S., 189, 
194; Irwin v. Gavit, 268 U. S., 161, 167 (T. D. 3710, C. B. IV-1, 123); Edwards 
v. Cuba Railroad, 268 U. S., 628, 633 (T. D. 3728, C. B. [1V-2, 122).) In deter- 
mining what constitutes income substance rather than form is to be given 
controlling weight. (Eisner v. Macomber, supra, 206.) 

The transaction here in question did not result in gain from capital and 
labor, or from either of them, or in profit gained through the sale or conversion 
of capital. The essential facts set forth in the complaint are the loans in 1911, 
1912, and 1913, the loss in 1913 to 1918 of the moneys borrowed, the excess 
of such losses over income by more than the item here in controversy, and 
payment in the equivalent of marks greatly depreciated in value. The result 
of the whole transaction was a loss. 

Plaintiff in error insists that in substance and effect the transaction was 
a “short sale” of marks resulting in gain to defendant in error. But there 
is no similarity between what was done and such a venture. A short seller 
borrows what he sells, and the purchase price goes to the lender and is re- 
tained as security for repayment. The seller receives nothing until he repays 
the loan. Such a transaction would not meet the requirements of defendant 
in error. It needed the money for use and received the amount borrowed and 
expended it. 

The contention that the item in question is cash gain disregards the fact 
that the borrowed money was lost, and that the excess of such loss over income 
was more than the amount borrowed. When the loans were made and 
notes given, the assets and liabilities of defendant in error were increased 
alike. The loss of the money borrowed wiped out the increase of assets, but 
the liability remained. The assets were further diminished by payment of 
the debt. The loss was less than it would have been if marks had not declined 
in value; but the mere diminution of loss is not gain, profit, or income. 


Judgment affirmed. 
(T. D. 3882, June 2, 1926) 


ARTICLE 561: Allowable deductions. 
INCOME TAX—REVENUE Act oF 1918—Decision oF Court 
Deductions—Loss—Bad debt. 

A corporation may not deduct as a bad debt or a loss an indebted- 
ness created by withdrawals of its sole stockholder on the theory of 
separate entities where the amounts withdrawn were not dividends 
and were carried as an account receivable during the year in question 
and were not charged off as a bad debt until the following year. 

The following decision of the United States court of claims in the case of 
Silvertown Motor Co., Inc., v. United States is published for the information of 
internal-revenue officers and others concerned. 

Court oF CLAIMS OF THE UNITED STATES 
Silvertown Motor Co. (Inc.) v. The United States 
[May 3, 1926] 
OPINION 
Downey, Judge, delivered the opinion of the court. 


The plaintiff seeks to recover an alleged erroneous assessment against the 
LaFrance Garage Co. of corporate income and excess-profits taxes for the 
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calendar year 1919, which, by reason of a merger with said company, 
the plaintiff was compelled to and did pay, under protest, on Novesther 5, 
1923. 

In 1920 the LaFrance Garage Co. made a tax return showing a net taxable 
income for the year 1919 of $1,344.59, which did not include $39,230.62 which 
had been drawn out between September 15, 1919, and November 30, 1919, by 
Coleman T. LaFrance, who was then the president of the company and the 
owner of all of its common stock. 

To enable him to buy all the common stock of the company which he did not 
already own, Coleman T. LaFrance borrowed a large sum of money, hypothe- 
cated the stock of the company, and then began systematically to convert 
assets of the company into cash, which between September 15 and November 
30, of 1919, he withdrew to the amount of $39,230.62 in excess of all credit 
due him and used in the payment of his individual indebtedness. This sum was 
thereafter added by the commissioner of internal revenue to the income of 
the said LaFrance Garage Co. for the year 1919, and an additional tax of 
$14,756.27 was assessed, which the plaintiff, having in the meantime merged 
with said company, was compelled to and did pay. By reason of a credit 
determined to be due Coleman T. LaFrance on account of salary, a refund of 
$4,462 was allowed and paid, and by reason thereof and a small conceded item 
of $28.30 the amount claimed is reduced to $10,265.97. 

The amount thus withdrawn by Coleman T. LaFrance was not charged to 
him as a dividend; there was no action by the directors authorizing its pay- 
ment as a dividend, although dividends had theretofore been declared by reso- 
lution of the board of directors, and he made no return of it as a dividend in 
his individual income-tax return, but it was carried on the books of the com- 
pany as an account receivable against Coleman T. LaFrance. Banking inter- 
ests and his brother, who was obligated on paper of the company, compelled 
him to turn over such property as he had to the company, and at the end of 
the year 1919 another board of directors designed by these interests took 
control of the affairs of the company. No suit was instituted to recover from 
Coleman T. LaFrance any part of this remaining indebtedness, but it was 
recognized that at the end of the year 1919 he was wholly insolvent, and at 
some time in the early part of the year 1920 this account against him was, by 
the new directors, charged off as a bad debt. 

The situation may be clarified by disposing of the contention that the amount 
in question was paid to Coleman T. LaFrance as dividends. While it is true 
that there might have been a payment of dividends without a formal declara- 
tion by the board of directors, and there are authorities construing payments 
made as dividends although not expressly so made, there is nothing in this 
transaction in any manner even tending to justify a construction of the payment 
in question as dividends. 

The contention is that by reason of these withdrawals by Coleman T. 
LaFrance the company suffered a loss which under the revenue act of 1918 
was deductible in computing net income for purposes of income and profits 
taxes for the year 1919. On this phase of the case the defendant suggests that 
no effort was made to collect this sum from any person other than Coleman T. 
LaFrance and contends that the loss can not be considered as for the year 1919 
because not charged off until some time in the early part of the year 1920. 

Aside from this question, which perhaps we need not determine, one of more 
substantial merit seems to present itself. (Can a transaction such as this, in 
any event, serve to relieve from the payment of taxes otherwise due? 
the answer must involve consideration of something broader than the mere 
interpretation of words. 

The statute contemplates that in computing the net income of a corporation 
certain deductions may be made, among them “‘losses sustained durin the 
taxable year and not compensated for by insurance or otherwise,” and “‘debts 
ascertained to be worthless and charged off within the taxable year.” A trans- 
action such as this is hardly to be characterized as a ‘‘loss” within the above 
provision, but rather does it indicate the creation of a debt ascertained to be 
worthless and charged off, and if to be measured and tested solely by the words 
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of the statute it measures up thereto unless it be otherwise because not in fact 
charged off within the calendar year. 

But the statute is undoubtedly intended to deal equitably with corporate 
transactions and to recognize that back of the corporate entity are the real 
parties in interest—the stockholders. In determining the basis of taxation 
all of gross income is first to be ascertained, but, in fairness, deductions are to 
be allowed to the end that net income, the final basis for the assessment of the 
tax, be ascertained. But its ascertainment is evidently to be based on legiti- 
mate considerations operating fairly to both parties. as a loss occurred not 
in some manner compensated for or have the directors extended a credit which, 
by reason of the subsequent insolvency of the debtor, becomes a ‘“‘ worthless 
debt,”’ the law permits a deduction in arriving at net income, but it certainly 
contemplates that from legitimate transactions legitimate results shall be 
deduced and not that a corporation and its sole stockholder who is its president 
and in fact its board of directors shall so illegitimately manipulate its affairs 
as to relieve from taxation a large part of its assets otherwise taxable. 

The transaction can only be given the effect claimed, if at all, upon the theory 
of the entity of the corporation as distinct from the stockholders. That theory 
is so generally recognized in the cases as well as the text books that it must be 
deemed beyond the pale of disputation, but both classes of authorities deal with 
the corporation as in the exercise of its legitimate functions. It ordinarily 
evidences a community of interests belonging ultimately to a number of stock- 
holders, and the division among a number of stockholders furnishes basis for 
the theory that the combining of these separate interests by incorporation 
creates a separate entity. But after all it is but a fiction necessarily resorted 
to in most cases to permit the working out of th: legitimate purposes of the 
corporation. 

In United States v. Milwaukee Refrigerator Tra». t Co., in the circuit court 
for the eastern district of Wisconsin (142 Fed., 247), Justice Sanborn re- 
views at length the origin, purposes, and.departures from this theory of a 


. 


corporation as a separate legal entity and finally announces this conclusion: 


“If any general rule can be laid down, in the present state of authority, it 
is that a corporation will be looked upon as a legal entity as a general rule, 
and until sufficient reason to the contrary appears; but when the notion of 
legal entity is used to defeat public convenience, justify wrong, protect fraud 
or defend crime, the law will regard the corporation as an association of 

rsons.”’ 

P Whether the transaction under review be regarded as a loan of corporate 
assets to a stockholder or as an appropriation of corporate assets by an officer 
of the corporation and their application to the payment of individual debts, it 
was wrong, but upon an even broader ground it must be condemned, because, 
if to be regarded as legitimate for the purposes here sought, it must result 
that one thus owning all the stock of a corporation and absolutely controlling 
its affairs with the aid of dummy directors of his own creation, can, through 
the medium of such a transaction and resort to the theory of a separate cor- 
porate entity relieve absolutely from taxation a large sum of money otherwise 
taxable. We are so convinced that upon this theory alone the transaction 
can not be made to serve the purpose for which it is invoked that we do not 
discuss the other question referred to above. 

We are not unmindful of the fact that another corporation was called upon 
to pay this tax, but that fact can not change the necessary conclusion. If 
equities were to be weighed the conclusion must be unchanged, for the only 
reasonable inference is that those interested as incorporators and officers of 
the plaintiff company must have been fully conversant with the situation. 

We find no right in the plaintiff to recover, and therefore dismiss its petition. 
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AMERICAN INSTITUTE EXAMINATIONS 
(Note.—The fact that these solutions appear in THE JOURNAL oF ACCOUNT- 
ancy should not lead the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinion of the editors of 
the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PartT I 
May 13, 1926, 1 P. M. T0 6 P. M. 


(The candidate was required to answer No. 3 and either No. 4 or No. 5) 


No. 3 (16 points): 

A, B, C and D formed a personal-service partnership, the clientele of the 
firm being personal clients of the respective partners. 

All fees received and all expenses were pooled by the firm and the partnership 
agreement stated that the net earnings for the year should be shared as follows: 


Te os amelindaune ee easiec aaah aoe 33%% 
EPS , se ietededseos chaikiee camian 40% 
Te An 5's cine) 0p ead dhe de 163% % 
Di casosscccistll caneudgesssdecedeaaanee 10 % 


On August 31st, as a result of a dispute, a supplementary agreement was 
made between the partners covering the remainder of the year. This 
agreement provided that the distribution of net earnings was to be made on the 
basis of the above percentages, except that in distributing the net earnings for 
the last four months of the year, so far as C and D were concerned, a net earning 
was to be assumed on the basis of payment by the clients of A and B of gross 
fees of $175,000 and $250,000 respectively, instead of the amounts actually 
received from these clients. 

The deficiency in A’s gross fees was to be charged to him and the excess in 
B’s gross fees credited to him. 

No adjustment for expenses was to be applicable to either deficiency or 
excess. 

The net income from January ist to August 31st was $75,000. 

From September ist to December 31st, the following gross fees were received: 


Pecan aE Bk 6s 3c kccbdnk vee rae seb eae es Oy $110,000 
4 SF Ms 0.00 Pan ch ae Ueaee cee ce 290,000 
- ©.  e Aoess os cee ee eeele weno 15,000 
4 gs SE er ee Ca ee 25,000 


The operating expenses for the last four months were $55,000. 

Determine the total net income of each partner for the year, resulting from 
the business of the firm and conforming with the supplementary agreement. 
Solution: 

The following statement of distribution of net income for the year (see next 
page) shows the division, in the agreed ratio, of the actual net income for the 
first eight months. As to the last four months, the requirements of the prob- 
lem are interpreted as follows: 

A is to be charged and the income account credited with $65,000, because the 

fees from A’s clients were $110,000 instead of $175,000 as stipulated by 
the supplementary agreement. 
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B is to be credited and the income account charged with $40,000, to give B 
the entire benefit of the excess of the $290,000 of fees received from his 
clients over the agreed $250,000. 

The balance of the income account, as thus adjusted, is to be divided among 
the partners in the agreed ratio. 


No. 4 (25 points): 
The summarized balance-sheet of a corporation, about to be reconstructed, 
is as follows: 


AssETS 

Pe I oi in nis te comernune onasarecueasnaal $2,500,000 
Cash and accounts receivable (good). .................000055 150,000 
Materials and goods on hand (finished and unfinished). ....... 1,700,000 
Materials stored, subject to lien of bankers, for loans......... 500,000 
Pubents ONE GIG: 6.2 63:6 o aha bcd hc 5 capeeawes bode eee cees 4,500,000 
SN  o.n chin Fo sbaksbnd hake He bh000000) 6antinte ates deer 650,000 

$10,000,000 

LIABILITIES 

SS GUI, oo 5. i.a s:tcanb deka as skied 50 ccldeeue ene $1,350,000 
Bankers, for notes discounted and loans..................... 650,000 
it. Sg * rey ee rer eer 3,000,000 
First preferred stock (7%), issued and fully paid, 30,000 shares . . 3,000,000 
EEE SRS <2 RRR: 9h ER ee are 2,000,000 

$10,000,000 


A new appraisal shows the present value of the plant and machinery to be 
$1,500,000 and the materials and goods on hand (finished and unfinished) to 
be worth $1,095,000. Patents and goodwill were not appraised but $3,000,000 
is to be written off. Accounts receivable were collected in full. 

The agreement for the reconstruction provides that the mortgage bondholders 
are to receive new first mortgage five per cent. bonds for sixty per cent. of the 
amount of their old bonds and new six per cent. first preferred stock for forty 
per cent. of the old bonds in full discharge of their claims. The old bonds are 
to be cancelled. 

Bankers are to take the material stored at a valuation of $400,000 and to 
accept fifty per cent. of the balance owing in the new five per cent. mortgage 
bonds and to reserve their rights of recourse against other parties liable on notes 
and guarantees, 

Trade creditors are to be paid-twenty per cent. in three months’ notes in full 
settlement. Preferred stockholders are to receive 30,000 new six per cent. 
second preferred shares of $100 each, twenty-five per cent. paid, in exchan 
for the old preferred shares; the unpaid seventy-five per cent. is to be payable 
in instalments of twenty-five per cent. at intervals of three months. 

The common stock is to be cancelled entirely. 

To provide working capital, an issue was made of 10,000 shares of new first 
preferred stock which was sold at an average price of $100 each. 

Draft a balance-sheet showing the result of the reconstruction, assuming the 
expenses of reorganization to have been $100,000. 


Solution: 


The entries in the adjustment columns of the following working papers 
(see next page) reflect the indicated reconstruction programme as follows: 

(A) Reduction of plant and machinery to appraised value. 

(B) Reduction of materials and goods on hand to stated value. 
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(C) Write-off of patents and goodwill. 

(D) Issue of new bonds for 60% of old bonds. 

(E) Issue of new first preferred stock for 40% of old bonds. 

(F) Materials stored taken by bankers at $400,000, with resulting loss to 
company of $100,000. 

(G) Half of remaining liability to bankers liquidated in new bonds. It is 
assumed that the remaining liability of $125,000 to bankers is con- 
tinued as a direct liability of the company and a secondary liability 
of the endorsers and guarantors, as the problem does not specifically 
state otherwise. However, it may have been intended that the final 
deficit of $125,000 shown in this solution was to be eliminated by the 
complete cancellation of all liability of the company to bankers. 
But one hesitates to assume the cancellation of the primary liability 
and the retention of the secondary liability without a conclusive 
statement to that effect. 

(H) Issue of notes payable to trade creditors for 20% of their claims. 

(I) Cancellation of remaining 80% of liability to trade creditors. 

(J) Issue of $3,000,000 second preferred stock to former first preferred 
stockholders; $750,000 paid by cancellation of old stock; $2,250,000 
payable to company in three quarterly instalments. 

(K) Transfer to surplus of par value of old preferred stock not compensated. 

(L) Cancellation of old common stock. 

(M) Issue of new first preferred stock for cash. 

(N) Payment of expenses. 


A CorPORATION 


Balance-sheet, after reorganization 
Assets 

ne 6n8 CIE sy 0.06 kts svindetbabtiossinnbkiesdacnn $1,500,000 
Sines cn dceenesenisaendcbesniussqaiabies ubishetie ae 1,050,000 
Materials and goods on hand... ...... 2.22.0... eee eee eee eeeee 1,095,000 
PUR ns 0 dining eons dvs secdsewis ines sboecsetees 1,500,000 
Subscriptions to second preferred stock... ...........--.000005 2,250,000 
BIS oc cnnccnececdsecdevds sboubsnschanscatees oiaxcnnee 125,000 
$7,520,000 

SSS 

Liabilities 

PEED, 2.6.05: an0c8 084 cicnelioemeebnn dee teenioel $270,000 
nck aan dd wi Bg & anh eels eae einai nan 125,000 
Pe rr eee 1,925,000 
First preferred, 6% capital stock... .........-20eseeeeeeeeeees 2,200,000 
Second preferred, 6% capital stock... 2.00.6... cece eee eee eees 3,000,000 
$7,520,000 


The only point of any considerable difficulty in the foregoing problem is the 
question as to the settlement with the bankers, and this is not an accounting 
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difficulty but a difficulty of determining the facts. Is it intended that the lia- 
bility of $125,000 to the bankers shall be canceled, thus eliminating the deficit 
from the balance-sheet? The arguments for and against the retention of this 
liability may be summarized as follows: 


Pro: 


(1) The problem does not state specifically that the company has been 
relieved from the liability. The statement that the bankers have 
retained rights against parties secondarily liable does not necessarily 
mean that they have relinquished their rights against parties pri- 
marily liable. 


(2) It is so unusual for banks to release any one from liability that one 
hesitates to assume that they have done so without some more 
definite basis for the inference than is furnished by the possible 
implications of the problem. 


Con: 


(1) The writer of the problem may have intended that this liability should 
be eliminated in order to do away with the deficit that will otherwise 
remain. And it would seem plausible to assume that those in 
charge of the reorganization, having gone as far as they did, would 
be unlikely to leave the company with a deficit. 

(2) Does not the wording, ‘“‘to reserve their rights of recourse against 
other parties liable on notes and guarantees,”’ imply that the direct 
liability has been waived? It does not appear that the mere ac- 
ceptance of merchandise and bonds in part payment of the debt 
would operate to release the parties secondarily liable. If it was 
not necessary specifically to retain the rights against secondary 
parties because of the acceptance of merchandise and bonds, there 
must have been some other reason for specifically retaining such 
rights, and the only apparent reason is that the parties primarily 
liable have been released. 


But assuming that the bankers have released the company from liability, 
can it follow that the company will thus get rid of the deficit? If the parties 
secondarily liable to the banks are to be held for payment of the remaining 
$125,000, they should have the right of recourse against the company which 
was Originally primarily liable. It seems to be stretching the implications of 
the problem too far to assume that the banks’ action “‘to reserve their rights of 
recourse against other parties liable on notes and guarantees”’ means not only a 
release of the company by the banks but also an extinguishment of the rights 
of secondary parties against the company. Therefore, even if we assume that 
the specific statement of reservation of banks’ rights against secondary parties 
means by implication a relinquishment of banks’ rights against the primary 
party, there would remain a liability of the guarantors. That is to say, the 
$125,000 liability would remain, although the payee would be changed from 
the bank to the guarantors. Also the deficit would remain. 

This may be summed up as follows: It is not unlikely that the examiners in- 
tended the deficit and the liability to be extinguished, but the wording of the 
problem does not in our opinion clearly justify the action. 
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No. 5 (25 points): 

On January 1, 1920, A leased a building to B for the period ending December 
31, 1934, at an annual rental of $7,000 payable sone! wy in advance. Subject 
to this lease, A leased the same property to C on pee 1, 1926, for a term of 
50 years at an annual rental of $10. 000, payable annually in advance, C receiv- 
ing the rental of $7,000 payable by B Gokee the remainder of B’s lease. For 
this lease C paid to "A an additional $1,500 as a bonus. 

Omitting all consideration of income-tax questions, how should the various 
accounts appear on C’s books if he calculate interest at six per cent. per annum 
on the investment? 


Given at six per cent.: 


(i+i)® = 1.689479 v® = .591899 
(i+i) = 1.790848 vio = .558395 
(1+i)" = 10.902861 v@ = .091719 


Solution: 


C will not earn any income from the leased property until after the expiration 
of B’s lease on December 31, 1934. In the meantime, he is making investments 
in the leasehold. These investments will be carried as an asset until after 
December 31, 1934, when they can be written off against the income which C 
expects to earn by sub-leasing the property for an amount in excess of the 
$10,000 annual rent payable by him. 

The payments made by C during the unproductive period are: 


$1,500 on January 1, 1926. 
3,000 per annum from January 1, 1926, to January 1, 1934, inclusive, 
being the excess of the annual rent to be paid by C to A over the 
$7,000 annual rent payable by B to C. 


These amounts should be charged by C to a leasehold premium account, the 
total thereof being $1,500 plus 9 times $3,000, or $28,500. But the problem 
states that C is assumed to earn six per cent. income on hisinvestment. There- 
fore at the end of each year he would make an entry debiting leasehold premium 
account and crediting interest with six per cent. interest on the balance in the 
leasehold premium account at the beginning of the year. The balance thus 
accumulated in the leasehold premium account at December 31, 1934, nine 
years after January 1, 1926, would be $39,076.62, computed as follows: 


Amount of original premium of $1,500: 


Amount of $1.00 at 6% for 9 periods... .............4 eee $1.689479 
ei Os 5c oa caceestscksdastemws ti 2 eee 1,500.00 
Accumulated amount of original premium...............++5 $2,534.22 


Amount of annuity of nine payments of $3,000 in advance, being an annuity 
due: 
Compound interest for 10 periods, $.790848 
Amount of ordinary annuity of 1 for 10 periods = . 790848 + .06= 13.1808 
Amount of ordinary annuity of $3,000 for 10 periods = 
$3,000 .00 X 13. 1808 = $39,542.40. 
Amount of annuity due for 9 periods = $39,542 .40 —$3,000 .00 = $36,542.40 
Total accumulated amount = $36,542 .40+-$2,534.22 = $39,076.62 
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The entries in C’s leasehold premium and interest accounts during this period 
of accumulation are indicated below: 


Table of entries during accumulation period 
January ist December 3ist 


debit debit 

leasehold leasehold 
premium premium Balance 
and credit and credit leasehold 
cash interest premium 
Ci. ston sod kdue dais abou $4,500 .00 $4,500 .00 
$270.00 4,770.00 
Ps *sesen0ddsiiianaeiiawenss 3,000 .00 7,770.00 
466.20 8,236.20 
hh hn 4s ohn ees kbs hha seen 3,000 .00 11,236.20 
674.17 11,910.37 
SG ibd be tc bedeeecslbhes ses 3,000 .00 14,910.37 
894.62 15,804.99 
Ps bias cenwu debates bei cat ot 3,000 .00 18,804.99 
1,128.30 19,933.29 
er ee ore Ppa 3,000 .00 22,933.29 
1,376.00 24,309.29 
Pid cv0csy eben deine betes $e 3,000.00 27,309.29 
1,638.56 28,947.85 
iirs.od connec kiacethedte 3,000 .00 31,947.85 
1,916.87 33,864.72 
I 55. 0icb dian sete daaliececiaed thine dtd 3,000 .00 36,864.72 
2,211.88 39,076.60 





Wale 0.5 6ntins cht apeseoecave $28,500.00 $10,576.60 


At the end of each year, beginning with 1935, a portion of the accumulated 
balance of $39,076.60 should be written off. Since C is assumed to earn 6 per 
cent. on this investment, the write-off should not be made in equal instalments, 
but should be made on an annuity basis. 

Since at January 1, 1935, the lease has 41 years to run, 

$39,076.60 is the present value of an annuity of 41 rents. 
Va= .091719 
Then 1—.091719= .908281 compound discount 
and .908281+ .06=15.138 present value of annuity of 1 for 41 periods 
and $39,076.60 +15.138=$2,581 .36 

The annual charge of $2,581 .36 to income will be offset in part by a credit to 
interest, and in part by an amortization credit to the leasehold premium ac- 
count, as indicated below: 

Indicative table of entries during amortization period 
Credit Balance 


Debit Credit leasehold leasehold 
income interest premium premium 





Rees & GO...  o'k F560 uss $39,076.60 
December 31, 1935,......... $2,581.36 $2,344.60 $236.76 38,839.84 
December 31, 1936,......... 2,581.36 2,330.39 250.97 38,588.87 
December 31, 1937,......... 2,581.36 2,315.33 266.03 38,322.84 
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The credits to interest decrease each period and the credits to leasehold 
premium increase. At the termination of the lease, the balance in the lease- 
hold premium account should have been extinguished. 


SALVAGE DEPARTMENT PROFITS 


Editor, Students’ Department: 
SIR: 

The Students’ Department of the May issue raises the question of salvage 
profits, an issue that, like Banquo’s ghost, will not down. Anyone who has 
ever attended a staff meeting of departmental heads of a manufacturing plant 
knows just what a merry verbal war is likely to rage when this topic comes up 
for discussion. 

The moment that production is definitely departmentalized, the competitive 
spirit, the desire to emphasize the importance of individual departments begins 
to make itself felt. The more interested the department manager, the more 
keenly he will contend for the justice of being given credit for his output at a 
price approximating market, rather than cost. 

Extensive salvaging of materials in the steel and iron industries, and rail- 
roads and other public-service corporations, is a comparatively recent industrial 
development, and has probably received its greatest impulse from the devel- 
opment of oxy-acetylene and electric welding. The salvage department man- 
ager is more or less a pioneer, and his desire for recognition is accordingly keener. 
Usually he feels that only by the actual development of a departmental profit, 
through charging scrap material to the salvage department at scrap prices, and 
assigning a credit for reclaimed material at either new, or three-fourths the 
value of new material, a custom which has to an extent been established as a 
basis for valuing second-hand material, will the work of the salvage department 
and its value come to be ized, 

The salvage manager is ineuly alive to the idea that reclaimed material which 
can be substituted for new issues has a definite replacement value, but slow 
to comprehend the obvious fact that material which can be reclaimed has a 
higher intrinsic value than material which is utterly worn out. But once this 
fact is recognized, the so-called profits of the salvage department disappear. 

Probably a very good method of handling charges and credits to the salvage 
department would be as follows: 

1. Charge the department and credit Searene a mp with scrap 
material at the market, less a suitable allowance for the cost of classifying, 
assorting, and loading out. 

2. Charge the stores department with reclaimed material at three-fourths 
the value of new, credit the salvage department with the actual expense of re- 
covery, and the departments in which the scrap originated with the difference, 
in proportion to deliveries of scrap material. 

Through the stores wy mets ed classification, “‘second-hand material,” 
the output of the salvage department would show up actively, and at the same 
time there would be no violation of the rock-ribbed principle that a _— must 
be realized through sales before being brought on the books as a profit. 

Your correspondent hopes that other expressions will come in as a result of 
your suggesting this topic for discussion. 

Yours truly, 
R. C. Brown. 

Meridian, Mississippi. 

Editor, Students’ Department: 
Sir: 

I have been interested in the discussions of profits from salvage department 
presented in your department recently, and there are a few points that appear 
to have escaped the attention that their importance justifies. 

It is my opinion that the reconditioning and use of material can not directly 
produce a profit. A determination of the source of the salvage and an analysis 
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of the accounting with respect to its origin are essential to a proper disposition 
of so-called salvage department profit or loss. 

Accounting for salvage involves no new accounting principle. The difficul- 
ties presented arise in the determination of the“ value”’of the salvage as I shall 
endeavor to show. 

Let us assume that a certain process produces some imperfect parts which 
can not be used in the production of the commodity manufactured by an in- 
stitution and that these imperfect pieces can all be immediately sold without 
further expense at an established value. Does it not follow that the depend- 
able sales value is the price at which these items should be credited to the cost 
of production? 

Now, assuming that before selling these imperfect parts at their estab- 
lished and dependable value it is necessary for the salvage department to spend 
a fixed amount per unit in preparation for sale, should the cost of production 
not be credited at the sales value less the cost of preparation for such sale? 

Now let us say that the sales value and cost of reclamation are unknown, 
how shall the salvage be accounted for? Does it not seem reasonable to place 
an estimated value on it until the market value shall be finally determined and 
then adjust the estimated value through the accounts originally affected rather 
than by a credit or debit to profits from salvage department? 

Let us take as another instance machinery or equipment recovered in con- 
nection with property changes. In this case the retirement in line with cus- 
tomary practices would be recorded by a charge to depreciation reserve and a 
credit to a plant account. The salvage recovered would be charged to salvage 
department stock account and credited to depreciation reserve at a conservative 
value. When disposed of, adjustment of value would be made through the 
depreciation-reserve account. 

While discussing this phase of accounting, it may not be amiss to mention 
what appears to be a fair basis for the valuation of reclaimed items—it is 
the market value of materials or equipment which will perform the same func- 
tion as those for which the items are actually re-employed. For example, if 
it were found that certain types of insulators rated at 13,200 volts capacit 
were not dependable at that voltage, they would be retired and placed in nw d 
vage stock at a conservative price. However, they may be as suitable as new 
insulators for use on lines having lesser voltages. When issued for use, say 
as 6,600-volt insulators, they would carry the price of new insulators of that 
voltage and appropriate adjustment relating to the quantity issued made 
through depreciation reserve. 

This discussion is submitted with the idea that it will present another point 
of view, and a logical treatment under certain conditions. It is not likely that 
the method outlined will be practicable under all conditions, though the prin- 
ciples advocated are sound. 


Cedar Rapids, Iowa. 

ACTUARIAL PROBLEM 
Editor, Students’ Department: 
Sir: 

The May number of THE JouRNAL oF ACCOUNTANCY contained a solution of 
an actuarial problem set by the Illinois board in May, 1925, which was briefly 
as follows: On July 1, 1925, a trustee is offered the choice of the following two 
equally well secured series of notes, the cost of each series being $75,000, and 
asks you to determine which he should buy. Interest is payable semi-annually 
in both cases: 

(1) Six 7% notes maturing: 


Yours truly, Cart B. Myers. 


MES 4.55 diduwie ova keane @mely $ 5,000.00 
EE. vis xahsle signs 's 5 04d ore mad ane 5,000 .00 
rains 55, cninicueacinids agubedines 5,000 .00 
EE ree eee 5,000 .00 
| PS ee eee 5,000 .00 
Ee eee 50,000 .00 

$75,000 00 
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ee 
(2) Two 5% notes maturing: 
pF ere) 15 - $25,000 .00 
| 2 4 SeRRR RR Renepitretes +s: 60,000.00 
$85,000.00 





Simply as an actuarial problem you recommend the first series for the reason 
that the first is a straight 7 per cent. loan whereas the second on a 7 per cent. 
basis, is worth only $74,393.41. 

This problem seems to demand more than a simple algebraic solution. 
Suppose the second series had been offered for $74,393.41, its worth on a 7 per 
cent. basis, would you have said they were of equal value to a trustee? 

It will be noted that of the first series only $50,000 runs to 1935 and that 
$25,000 is paid off in five instalments of $5,000 each. Is it expected that these 
repayments can be reinvested immediately at 7 per cent.? If not, the second 
series might be a better investment, particularly as one note of $25,000 of the 
second series, bearing only 5 per cent. is due in 1930 and might be reinvested at 
a higher rate. 

A most important question would arise in the case of life-tenant and re- 
maindermen, if such exist, as to the disposition of the $10,000 (or $10,606.59) 
discount. Does it go to the life-tenant or to the remaindermen? If the will or 
trust deed provides for amortization of discounts there may be no trouble but if 
not it is possible that the life-tenant may receive an income of only $4,250 
instead of the $5,250 expected. 

An article entitled Accumulation of Discounts, by Frederick Vierling of the 
Mississippi Valley Trust Company, St. Louis, was published in the April, 1926, 
number of the JouRNAL in which it was stated that the supreme court of 
California in February of this year ruled that such discounts could not be 
amortized, the article stating that this was the first decision rendered on this 
point by an appellate court. However much we may disagree with such a 
ruling, if the cases are on a par, such is the law until the decision is reversed. 

Apart from the legal question involved I am inclined to think that the 
second series would be preferable, even at a cost of $75,000, as the $25,000 due 
in 1930 could probably be reinvested at a rate considerably in excess of 5 per 
cent. if the first series, of which only $10,000 falls due prior to 1930, is a criterion 
of prevailing and expected interest rates. 

Any solution, of course, depends somewhat upon the ability of the trustee to 
pay to the beneficiary in cash on each interest date the difference between the 
coupon rate and the investment rate. 

Yours truly, 
EDWARD FRASER. 

Kansas City, Missouri. 
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Correspondence 
REPLACEMENT RESERVE FUNDS 


Editor, The Journal of Accountancy: 


Sir: The comments by a public-utility official on replacement funds, on 
pages 41 and 42 of the July issue of the JourNaL or ACCOUNTANCY, should 
be of interest to many of your readers and the subject is worthy of further 
discussion. In general, the writer agrees with the views expressed by the 
officer of the public-utility company, but there are certain phases of the situa- 
tion which were not brought out in the latter’s comments and which are im- 
portant from the point of view of the public. 

It is well settled that a public-utility company is entitled to a fair return 
upon the fair value of property used in the public service, and this return is 
usually fixed at 7 per cent., or 8 per cent., the rate varying in different states. 
But the writer does not feel that the utility is necessarily entitled to the fixed 
rate of return upon money held in a repiacement fund. At first thought it 
may seem that if the company is forced by commission order to create a re- 
placement fund instead of investing that same money in property, the com- 
mission should allow the company to recoup the loss in earning power by 
exacting larger payments from consumers. But the public has an equitable in- 
terest in the money received by the utility as provision for renewals and re- 
placements, whether or not that money is set aside in a separate fund, and 
this interest of the public applies particularly to a provision for renewals and 
replacements calculated on the straight-line basis. Instead of the term 
“‘renewals and replacements” we may use the word “depreciation” or the term 
“retirement expense,” the latter expression being the one selected by the 
National Association of Railway and Utilities Commissioners for use in the 
uniform classifications of accounts prepared by them. 

Let us study the example given by the public-utility official of a wooden 
pole, having in place a fair value of $10 and an estimated life of ten years. 
On the straight-line method the annual provision for retirement expense would 
be $1. But if it were conceivable that the consumers should band together 
for the purpose of guaranteeing replacements of property and should them- 
selves accumulate a fund for making replacements, it is evident that they 
would not have to set aside $1 a year for that purpose. Using the sinking- 
fund method and assuming an interest rate of 3} per cent., the annual pro- 
vision would be approximately 85 cents. 

The variation between the straight-line method and the sinking-fund method 
becomes more marked, of course, as the estimated life of the property increases. 
If we assume that the depreciable property of a certain water company has a 
composite life of fifty years, the straight-line method will show that 2 per cent. 
a year should be set aside, whereas a sinking fund with interest at 34 per 
cent. will require approximately } of 1 per cent. perannum. The above rate 
of 34 per cent. is not fixed by any hard and fast rule, but is used in the above 
illustration merely because it has sometimes been selected in settling rate 
problems, 
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The writer is not arguing in favor of the sinking-fund method of calculating 
retirement expense, as he believes that the straight-line plan is the most 
practical and desirable. But if the straight-line calculations are used, why 
should the public not receive at least some benefit from the annual payments 
which they make to the utility for this purpose? The creation of a replace- 
ment fund will not accomplish this result because, as will be pointed out later, 
such a fund would actually necessitate higher rates. The simplest and most 
practical plan, in the writer’s opinion, is to permit the utility company to 
invest all its available funds in plant additions and betterments, and to give 
the consumers credit for an amount calculated by assuming earnings at an 
arbitrary rate of 3 or 34 per cent. on the average balance of the retirement 
reserve. 

If we take as an example a company which has property valued at $500,000 
and a retirement reserve of $60,000 created by the straight-line method, the 
problem would be worked out as follows: 


Paar Web OT. és. 0.5 «o0s'054t8 69s 203d ee $35,000.00 
Deduct — Theoretical earnings of 3}% on retirement 

ORI, ©. 6.np we Kin 64a e oc ee es oe lea 2,100 .00 

Amount required to be paid by consumers. .......... $32,900 .00 


To the above amount of $32,900 there must be added the allowance for 
operating expenses in order to determine the gross revenue allowable. The 
above calculations merely show that the consumers can be given credit for at 
least a portion of the earnings resulting from the funds which they have paid 
in for retirements, by using the retirement reserve as a basis for the credit. 
Thus the company gets the benefit of investing its available funds in plant 
additions instead of having them tied up in bank deposits, and the consumers 
receive the benefit of slightly lower rates. 

No new principle is being proposed in this article and the writer is only 
presenting anew the theories which have been suggested by other students of 
public-utility accounting. However, in order to compare the results of opera- 
tions with and without a replacement fund, it may be well to make a more 
detailed study of these two methods. In the following examples it is assumed 
that the fair value of property is taken to be the book value without the 
deduction of the retirement reserve. It will not be attempted in this article 
to go into the relative arguments for and against the deduction of the retire- 
ment reserve and the writer will merely state that, in his opinion, a reserve 
created by the straight-line method is not a measure of the true decline in 
value of the property. 

Let us assume that two public-utility companies, A and B, have each 
commenced business with nxed capital of $500,000, financed by the issuance 
of capital stock of the same amount. During the course of operations each 
company has accumulated a retirement reserve of $50,000 by the straight- 
line method, and each one has also made additions of $50,000 to fixed capital. 
Company A has been forced by public-service commission order to fund its 
retirement reserve, and, consequently, it has been obliged to finance its fixed 
capital additions by issuing $50,000 six per cent. bonds at face value. Company 
B, which operates in another state, has been permitted to invest its available 
funds in property additions instead of creating a replacement fund. 
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Omitting all accounts which do not have a direct bearing on the questions 
involved here, for the sake of simplicity, the balance-sheet of Company A 
will show: 


I sn. x5: /ucdbe ns a:0.0 dd-9: a0 abo mia hsaet Saree $550,000 .00 
eee 50,000 .00 


$600,000 .00 


nd a, ceca de awebaaen ane abbas tate $500,000 .00 
i i oe a aM hash a ata 50,000 .00 
TIN Sg wesc ccncd bade tndkexaes Menwere 50,000 .00 


$600,000 .00 


Company A will be entitled to collect from its consumers an amount equal 
to its operating expenses (including retirement expense) plus a fair return on 
the fair value of property. Assuming a return of 7 per cent., the company’s 
income account (after the deduction of operating expenses) will show: 


Operating income (7 per cent. on $550,000)......... $38,500 .00 
This amount must be collected from consumers. 
Add — Interest on replacement fund (at assumed 


EE II «a5 5 6c eho ides na enkages 1,500 .00 
I. oak s'scs cwaeken Raeebetueeeeiewes $40,000 .00 
Deduct — Interest on funded debt................ 3,000 .00 
Balance available for dividends................... $37,000 .00 

The balance-sheet of Company B will appear as follows: 
NS bined om-cies were dde Rk a aernie nade s's. eo was $550,000 .00 
Pe. ond codeannsp hase adhemededed bees $500,000 .00 
ECE ep Ee ee 50,000 .00 
$350,000.00 


Company B will be entitled to collect from consumers the usual allowance 
for operating expenses plus fair return. At this point the total allowable gross 
revenue will be apparently the same as in the case of Company A. However, 
if the consumers of Company B are given credit for an amount equivalent 
to interest on the retirement-reserve balance, the result will be a smaller gross 
revenue to be collected from them, and, consequently, lower rates. 

Ordinarily, the credit would be applied as a direct deduction from allowable 
operating expenses, offsetting the amount included therein for retirement ex- 
pense. By so doing we are adopting a modified sinking-fund method, in which 
the amounts allowed for retirement expense are reduced by theoretical interest 
earnings, and which does not require the creation of an actual replacement 
fund. In the following table, in order to simplify the calculations, the credit 
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for theoretical interest earnings will be applied ‘below the line” with exactly 
the same final result as if it were deducted from expenses: 


Operating income of Company B—7 per cent. on 


IN oan acc dédyencblinsgheasssasene $38,500 .00 
Deduct —3 per cent. on balance of retirement re- 
ee eee PE OR ee OE er ee 1,500 .00 


Balance available for dividends. (This amount must be 
collected from consumers.)...........-.0eeeee005 $37,000 .00 


If we assume slightly higher or lower rates than the 3 per cent. shown above 
for earnings on the replacement fund and the retirement reserve, the results 
will, of course, vary to some extent. But in any case the company which is 
forced to create a replacement fund must necessarily collect from consumers a 
larger amount than the company which can use its funds to the best advantage 
by investing them in additions and betterments. From a practical business 
standpoint, the writer can see no justification for public-service commission 
orders requiring replacement funds. This letter is written, not only to point 
out the disadvantages of such funds, but also to enter a plea that the consumer 

. should be entitled to some of the cream which may be skimmed from the 
proper investment of funds received through allowances for retirement expense. 
Yours truly, 
GEORGE Sutras CALL. 
Harrisburg, Pennsylvania, July 7, 1926. 
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REPORTS OF THE AGENT GENERAL FOR REPARATION PAY- 
MENTS, May 30, 1925; November 30, 1925, and June 15, 1926. Pub- 
lished by the Office of the Agent General for Reparation Payments, 33 
Luisenstrasse, Berlin. 


The three reports by S. Parker Gilbert deal with the operation of the 
Dawes plan from the date of commencement, September 1, 1924, to May 31, 
1926. The subject isa formidable one. The reparation problem, now working 
in orderly fashion through the Dawes plan toward solution, remains the key 
problem of world reconstruction. Its economic, political and social ramifica- 
tions are almost limitless. Depending for the course which its solution takes 
on conditions outside as well as inside Germany, and reacting in the process 
of solution on those various conditions, it presents a bewildering front to the 
student. No single group of phenomena gives adequate basis for general 
conclusions. For an understanding of those highly important groups having 
to do with economic conditions inside Germany and with the actual adminis- 
tration of the plan Mr. Gilbert’s reports are indispensable. Admirable in 
substance and in tone, they offer unmistakable evidence of the competency 
and breadth of view of the American agent general and the international 
organization of which he is the head. 

The reports consist of meaty historical summaries and economic studies 
covering a wide range of topics. To do justice to them within the ordinary 
limits of a book review would be impossible. Historically they start with the 
“transition period” of the first two months. Those were the crucial days of 
Owen D. Young’s great administration of reparations under the modest title 
of agent general ad interim, when the world machine had to be started up 
through a highly complicated set of simultaneous acts by a highly cautious set 
of interested parties. Following the chief events of that period—the agreement 
by the bankers and the reparation commission on the terms of the German 
loan and the relinquishment by the allies of their grip on Germany’s economic 
nerve centers—the reports treat of the gradual disposition of a variety of 
difficult questions connected with the rehabilitation of Germany and the 
application of the plan. Methods of coéperative control by German officials 
and allied commissioners as outlined by the plan for the railways, the assigned 
revenues and the industrial debentures, have been developed; the credit 
policies of the new Reichsbank, on the foreign control board of which Gates W. 
McGarrah of the Chase Bank sits as a member, have been formulated and 
perfected and the position of the bank consolidated; the arbitral tribunal, now 
headed by Thomas Nelson Perkins of Boston, has rendered a number of deci- 
sions, some favoring Germany and some the allies. The German budget 
remains in balance, the mark is stable and reparations have been regularly 
paid, in coal, chemicals and other materials, in furnishings to the armies of 
occupation and in cash. 

The transfer committee, of which J. E. Sterrett, the distinguished American 
accountant, is a member, exercises general supervision over the delivery pro- 
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gramme. It has set up its own economic service, the researches of which are 
summarized in several valuable chapters carrying recent German economic 
history through the deflation crisis of last year up to the somewhat easier 
period of the spring of 1926. 

The transfer committee, under the presidency of the agent general and aided 
by the allied commissioners and the German government, is a great inter- 
national coérdinating body. It is and will remain an instrumentality of the 
first importance in world reconstruction. Its importance today lies in the 
psychological security afforded to all interested parties, and especially to the 
American investor, by the wide authority which it possesses but does not exercise. 
There are cogent reasons for believing that its importance will continue to be 
of that same character. Some economists, however, believe that the time will 
come when the payment of a large international debt will seriously threaten 
the currency of the debtor country. If these lugubrious prophecies prove 
accurate the importance of the committee will lie in the actual exercise of its 
power to suspend deliveries. Until France is restored this is a fearful power, 
and the quality of the membership of the committee must be protected. 
Probably the question most frequently asked Mr. Gilbert is which of the two 
conceptions of the future réle of the transfer committee is correct. No one 
having any faint idea of the unavoidable day-to-day perplexities of an agent 
general for reparation payments will think it strange that Mr. Gilbert has 
refrained from answering hypothetical questions. 

GEorGE P. AULD. 


LIFE INSURANCE ACCOUNTING, by Cuartes E. Matuer. The Ronald 
Press Co., New York. 118 pages. 

There are, apparently, few good books devoted entirely to the subject of life- 
insurance accounting. The tendency seems to be to assume that such account- 
ing aside from its actuarial features is the same as any other accounting, easily 
planned and executed by means of a few more records, extended columnization, 
and the splitting up of accounts into a greater number of subdivisions or 
distributions. 

The author of a treatise on life-insurance accounting, Charles Ernest Mather, 
in his preface calls attention to the general neglect of this branch of the subject 
by writers on accounting topics. He has performed a real service in writing 
this book. A volume on this subject was brought out last year by another 
writer who goes more deeply into the details of accounting. 

The author has not attempted to make his book a complete textbook on the 
subject of life-insurance accounting nor to map out the entire procedure from 
alpha to omega, but has assumed a general accounting knowledge on the part 
of his readers. He has confined himself principally to defining the items in- 
cluded in the so-called convention blank required by the insurance departments 
of the various states. The receipts and disbursements, assets and liabilities, 
insurance exhibit, gain-and-loss exhibit, and many schedules of investments 
and other information are laid out therein in a standard manner. 

The definitions are for the greater part clear and accurate, though there 
are some explanations and comments open to question, or the meaning of 
which might be puzzling to one seeking information, unless already possessed 
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of some knowledge on the subject. An instance of the latter is the para- 
graph: 
“*. . . most, if not all, of the stock companies undertake to share their 
ner with the policyholders but in this case they charge a little extra 
or the right to share in the profits; or to put it the other way, they ask a 
smaller premium from those who forego this right, pointing that the reduc- 
tion of premium is in itself a form of anticipation of profits.” 


While this is strictly accurate, its meaning might not be clear at once to a 
beginner in the insurance business, that participating rates are higher initially 
than non-participating, but, by the companies doing a participating business, 
are compensated for by the dividends (or premium refunds) given back to the 
policyholder. 

Undue stress is laid upon collecting enough from an applicant to cover the 
medical fee in case the policy is not taken. The really important reasons for 
taking settlements from applicants are, first and foremost, to protect them from 
the time they are accepted until the policy is delivered; and second, because 
the chance of delivery is increased if the assured has already paid a substantial 
part of the premium. 

One writing a book of this character is confronted with the difficulty of pre- 
senting the subjects or articles in a comprehensive, explanatory and yet logical 
order, and while on the whole the set-up of Mr. Mather’s book is good, there 
are some faults which do not diminish the value of information imparted, but 
do not make for orderly arrangement. Annuities and disabilities, for instance, 
are not mentioned in the paragraphs headed “‘ Variety of contracts,” page 9, 
but are referred to later on inthe same chapter devoted to income (page 24) and 
disability payments (page 9), respectively. The income exhibit breaks into the 
chapter on pages 14 and 15 and splits in half a paragraph on “ Writing the 
contract.”” On page 19 the impression is given that premiums in transit or in 
agents’ hands are agents’ debit balances, and, consequently, not admitted 
assets, but any misconception created is cleared away, and the reader set 
straight, by the lucid explanations under “ Bills receivable and agents’ bal- 
ances,’’ when he comes to page 66. 

As before stated the writer has not intended to make his book a complete 
compendium. Therefore it is not to be expected that he should cover all 
phases of the business. There are, however, a few things omitted to which it 
might have been profitable to refer; for instance, the investigation (or, tech- 
nically, “‘inspection’’) of risks offered, which is an important service to an 
insurance company, might have been mentioned on page 17; refund annuities, 
which do not terminate with the death of the original annuitant, on page 24; 
the fact that in most, if not all states, the writing of deferred dividend policies 
is now illegal, on page 45; that bonds without a maturity date—not being 
amortizable—also are to be taken at market value, on page 69, and that the 
temptation to accumulate too large a surplus is checked, not only by the com- 
panies’ desire to return good dividends to the policyholders but also by the 
laws of most states, on page 87. 

In valuing a work that has so much to commend itself, it is perhaps un- 
gracious to find fault with certain of the author’s recommendations as to keep- 
ing accounts or maintaining control, but the creation of more machinery than 
is required to arrive at results is what a distinguished insurance commissioner 
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once styled, as a criticism, ‘‘tracing every penny to its source.”” The author 
outlines a control of the premium account and accounting for premiums by 
agents, with corresponding offsetting entries at the head office which possibly 
may be necessary to companies doing certain classes of life insurance, but which 
would not be essential to other companies doing a large life-insurance business 
in order to keep a reasonably good check upon its income. 

The author also recommends a running bookkeeping control—in addition to 
card records—of supplementary contract instalments; keeping account of 
premiums collected by one agency, or at the home office, of premiums on which 
commissions are payable to agents at other points; a perpetual inventory of 
premiums to save taking one off at the end of the year; and the reconcilement 
at the year’s end of the premium account with the insurance exhibit. Except 
so far as the matter may be judged by the question whether the “game is 
worth the candle,”’ no criticism is offered against the methods proposed, as 
academically they are sound and produce an admirably finished piece of 
accounting. Some companies of considerable magnitude, however, are able 
by requiring a strict accountability for policies and renewal receipts invoiced 
out for collection to maintain a satisfactory check upon the sufficiency of 
premium income, with less detail than would be brought about by debits and 
credits to the account by the sundry and manifold changes in kind and premium 
paying methods, renewal receipts returned for cancellation or for collection at 
other agencies, policies returned for cancellation as not taken out or for imposi- 
tion of a term rate charge, etc. Some companies, too, are able to disregard 
the reconciliation of the premium account with the insurance exhibit without 
loss of income thereby but on the contrary with saving in expense. 

Keeping control of annuity, supplementary contract, and other instalment 
payments by means of an account perpetually in correspondence or balance 
with a card or book record of the individual cases (which must be maintained 
anyway) seems to involve much lost motion and consequently unwarranted 
expense. 

With respect to a company keeping track of premiums collected at one point 
where commissions are disbursable to an agent at another place, this is taken 
care of in at least one company by the collecting cashier notifying the cashier of 
the original agency regarding the collection. To permit this the renewal 
receipt indicates the original agency. 

Mr. Mather says that “group insurance . . . does not necessitate special 
accounting in the regular system of accounting.” This is true in respect of the 
requirements of the convention blank under discussion by him, but he prob- 
ably does not mean to convey the impression that no subsidiary accounting is 
to be performed, for apart from determining costs of the business, it is required 
for furnishing a separate gain-and-loss exhibit of the group business. 

In the book under review it is recommended that when bonds are purchased 
where some interest is in default, or at least overdue, that amount of such 
interest due and accrued since the last payment be deducted from the “flat’”’ 
price at which purchased and charged to interest account, the balance to be 
charged as the cost of the bonds. In the state of New York, such bonds would 
not be legal investments for life-insurance companies if the debtor companies 
were in receivership, which is usually the case where bonds are quoted “flat.” 
Under insurance department rulings even the bonds not in default as to interest 
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REPORTS OF THE AGENT GENERAL FOR REPARATION PAY- 
MENTS, May 30, 1925; November 30, 1925, and June 15, 1926. Pub- 
lished by the Office of the Agent General for Reparation Payments, 33 
Luisenstrasse, Berlin. 


The three reports by S. Parker Gilbert deal with the operation of the 
Dawes plan from the date of commencement, September 1, 1924, to May 31, 
1926. The subject isaformidable one. The reparation problem, now working 
in orderly fashion through the Dawes plan toward solution, remains the key 
problem of world reconstruction. Its economic, political and social ramifica- 
tions are almost limitless. Depending for the course which its solution takes 
on conditions outside as well as inside Germany, and reacting in the process 
of solution on those various conditions, it presents a bewildering front to the 
student. No single group of phenomena gives adequate basis for genera! 
conclusions. For an understanding of those highly important groups having 
to do with economic conditions inside Germany and with the actual adminis- 
tration of the plan Mr. Gilbert’s reports are indispensable. Admirable in 
substance and in tone, they offer unmistakable evidence of the competency 
and breadth of view of the American agent general and the international 
organization of which he is the head. 

The reports consist of meaty historical summaries and economic studies 
covering a wide range of topics. To do justice to them within the ordinary 
limits of a book review would be impossible. Historically they start with the 
“‘transition period” of the first two months. Those were the crucial days of 
Owen D. Young’s great administration of reparations under the modest title 
of agent general ad interim, when the world machine had to be started up 
through a highly complicated set of simultaneous acts by a highly cautious set 
of interested parties. Following the chief events of that period—the agreement 
by the bankers and the reparation commission on the terms of the German 
loan and the relinquishment by the allies of their grip on Germany’s economic 
nerve centers—the reports treat of the gradual disposition of a variety of 
difficult questions connected with the rehabilitation of Germany and the 
application of the plan. Methods of codperative control by German officials 
and allied commissioners as outlined by the plan for the railways, the assigned 
revenues and the industrial debentures, have been developed; the credit 
policies of the new Reichsbank, on the foreign control board of which Gates W. 
McGarrah of the Chase Bank sits as a member, have been formulated and 
perfected and the position of the bank consolidated; the arbitral tribunal, now 
headed by Thomas Nelson Perkins of Boston, has rendered a number of deci- 
sions, some favoring Germany and some the allies. The German budget 
remains in balance, the mark is stable and reparations have been regularly 
paid, in coal, chemicals and other materials, in furnishings to the armies of 
occupation and in cash. 

The transfer committee, of which J. E. Sterrett, the distinguished American 
accountant, is a member, exercises general supervision over the delivery pro- 
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gramme. It has set up its own economic service, the researches of which are 
summarized in several valuable chapters carrying recent German economic 
history through the deflation crisis of last year up to the somewhat easier 
period of the spring of 1926. 

The transfer committee, under the presidency of the agent general and aided 
by the allied commissioners and the German government, is a great inter- 
national coérdinating body. It is and will remain an instrumentality of the 
first importance in world reconstruction. Its importance today lies in the 
psychological security afforded to all interested parties, and especially to the 
American investor, by the wide authority which it possesses but does not exercise. 
There are cogent reasons for believing that its importance will continue to be 
of that same character. Some economists, however, believe that the time will 
come when the payment of a large international debt will seriously threaten 
the currency of the debtor country. If these lugubrious prophecies prove 
accurate the importance of the committee will lie in the actual exercise of its 
power to suspend deliveries. Until France is restored this is a fearful power, 
and the quality of the membership of the committee must be protected. 
Probably the question most frequently asked Mr. Gilbert is which of the two 
conceptions of the future réle of the transfer committee is correct. No one 
having any faint idea of the unavoidable day-to-day perplexities of an agent 
general for reparation payments will think it strange that Mr. Gilbert has 
refrained from answering hypothetical questions. 

GEORGE P. AULD. 


LIFE INSURANCE ACCOUNTING, by CHarLes E. MATHER. The Ronald 
Press Co., New York. 118 pages. 


There are, apparently, few good books devoted entirely to the subject of life- 
insurance accounting. The tendency seems to be to assume that such account- 
ing aside from its actuarial features is the same as any other accounting, easily 
planned and executed by means of a few more records, extended columnization, 
and the splitting up of accounts into a greater number of subdivisions or 
distributions. 

The author of a treatise on life-insurance accounting, Charles Ernest Mather, 
in his preface calls attention to the general neglect of this branch of the subject 
by writers on accounting topics. He has performed a real service in writing 
this book. A volume on this subject was brought out last year by another 
writer who goes more deeply into the details of accounting. 

The author has not attempted to make his book a complete textbook on the 
subject of life-insurance accounting nor to map out the entire procedure from 
alpha to omega, but has assumed a general accounting knowledge on the part 
of his readers. He has confined himself principally to defining the items in- 
cluded in the so-called convention blank required by the insurance departments 
of the various states. The receipts and disbursements, assets and liabilities, 
insurance exhibit, gain-and-loss exhibit, and many schedules of investments 
and other information are laid out therein in a standard manner. 

The definitions are for the greater part clear and accurate, though there 
are some explanations and comments open to question, or the meaning of 
which might be puzzling to one seeking information, unless already possessed 
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of some knowledge on the subject. An instance of the latter is the para- 
graph: 
‘“*. . . most, if not all, of the stock companies undertake to share their 
profits with the policyholders but in this case they charge a little extra 
for the right to share in the profits; or to put it the other way, they ask a 
smaller premium from those who forego this right, pointing that the reduc- 
tion of premium is in itself a form of anticipation of profits.” 


While this is strictly accurate, its meaning might not be clear at once to a 
beginner in the insurance business, that participating rates are higher initially 
than non-participating, but, by the companies doing a participating business, 
are compensated for by the dividends (or premium refunds) given back to the 
policyholder. 

Undue stress is laid upon collecting enough from an applicant to cover the 
medical fee in case the policy is not taken. The really important reasons for 
taking settlements from applicants are, first and foremost, to protect them from 
the time they are accepted until the policy is delivered; and second, because 
the chance of delivery is increased if the assured has already paid a substantial 
part of the premium. 

One writing a book of this character is confronted with the difficulty of pre- 
senting the subjects or articles in a comprehensive, explanatory and yet logical 
order, and while on the whole the set-up of Mr. Mather’s book is good, there 
are some faults which do not diminish the value of information imparted, but 
do not make for orderly arrangement. Annuities and disabilities, for instance, 
are not mentioned in the paragraphs headed ‘Variety of contracts,’’ page 9, 
but are referred to later on inthe same chapter devoted to income (page 24) and 
disability payments (page 9), respectively. The income exhibit breaks into the 
chapter on pages 14 and 15 and splits in half a paragraph on ‘‘ Writing the 
contract.”” On page 19 the impression is given that premiums in transit or in 
agents’ hands are agents’ debit balances, and, consequently, not admitted 
assets, but any misconception created is cleared away, and the reader set 
straight, by the lucid explanations under “Bills receivable and agents’ bal- 
ances,’ when he comes to page 66. 

As before stated the writer has not intended to make his book a complete 
compendium. Therefore it is not to be expected that he should cover all 
phases of the business. There are, however, a few things omitted to which it 
might have been profitable to refer; for instance, the investigation (or, tech- 
nically, “‘inspection’’) of risks offered, which is an important service to an 
insurance company, might have been mentioned on page 17; refund annuities, 
which do not terminate with the death of the original annuitant, on page 24; 
the fact that in most, if not all states, the writing of deferred dividend policies 
is now illegal, on page 45; that bonds without a maturity date—not being 
amortizable—also are to be taken at market value, on page 69, and that the 
temptation to accumulate too large a surplus is checked, not only by the com- 
panies’ desire to return good dividends to the policyholders but also by the 
laws of most states, on page 87. 

In valuing a work that has so much to commend itself, it is perhaps un- 
gracious to find fault with certain of the author’s recommendations as to keep- 
ing accounts or maintaining control, but the creation of more machinery than 
is required to arrive at results is what a distinguished insurance commissioner 
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once styled, as a criticism, “tracing every penny to its source.” The author 
outlines a control of the premium account and accounting for premiums by 
agents, with corresponding offsetting entries at the head office which possibly 
may be necessary to companies doing certain classes of life insurance, but which 
would not be essential to other companies doing a large life-insurance business 
in order to keep a reasonably good check upon its income. 

The author also recommends a running bookkeeping control—in addition to 
card records—of supplementary contract instalments; keeping account of 
premiums collected by one agency, or at the home office, of premiums on which 
commissions are payable to agents at other points; a perpetual inventory of 
premiums to save taking one off at the end of the year; and the reconcilement 
at the year’s end of the premium account with the insurance exhibit. Except 
so far as the matter may be judged by the question whether the ‘‘game is 
worth the candle,’’ no criticism is offered against the methods proposed, as 
academically they are sound and produce an admirably finished piece of 
accounting. Some companies of considerable magnitude, however, are able 
by requiring a strict accountability for policies and renewal receipts invoiced 
out for collection to maintain a satisfactory check upon the sufficiency of 
premium income, with less detail than would be brought about by debits and 
credits to the account by the sundry and manifold changes in kind and premium 
paying methods, renewal receipts returned for cancellation or for collection at 
other agencies, policies returned for cancellation as not taken out or for imposi- 
tion of a term rate charge, etc. Some companies, too, are able to disregard 
the reconciliation of the premium account with the insurance exhibit without 
loss of income thereby but on the contrary with saving in expense. 

Keeping control of: annuity, supplementary contract, and other instalment 
payments by means of an account perpetually in correspondence or balance 
with a card or book record of the individual cases (which must be maintained 
anyway) seems to involve much lost motion and consequently unwarranted 
expense. 

With respect to a company keeping track of premiums collected at one point 
where commissions are disbursable to an agent at another place, this is taken 
care of in at least one company by the collecting cashier notifying the cashier of 
the original agency regarding the collection. To permit this the renewal 
receipt indicates the original agency. 

Mr. Mather says that ‘‘group insurance . . . does not necessitate special 
accounting in the regular system of accounting.”’ This is true in respect of the 
requirements of the convention blank under discussion by him, but he prob- 
ably does not mean to convey the impression that no subsidiary accounting is 
to be performed, for apart from determining costs of the business, it is required 
for furnishing a separate gain-and-loss exhibit of the group business. 

In the book under review it is recommended that when bonds are purchased 
where some interest is in default, or at least overdue, that amount of such 
interest due and accrued since the last payment be deducted from the “‘flat’”’ 
price at which purchased and charged to interest account, the balance to be 
charged as the cost of the bonds. In the state of New York, such bonds would 
not be legal investments for life-insurance companies if the debtor companies 
were in receivership, which is usually the case where bonds are quoted “flat.” 
Under insurance department rulings even the bonds not in default as to interest 
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are not purchasable when, say, a railroad is in default in respect of its other 
bonded obligations. The federal tax officials too, if it were known to them, 
would not allow the deduction of interest of defaulted bonds as a deduction 
from the interest income of the year. 

Students of accounting may study this little volume with profit, meanwhile 
bearing in mind that the tendency in modern business is to sacrifice detail 
unless it serves a valuable purpose. A certain amount of accounting control, 
checking or counter-checking is necessary not only to establish records, but to 
assure validity of charges, guard against error and fraud, and for moral effect. 
Beyond this, it should not go to a point where the expense renders it burden- 
some compared with the benefits derived. 

LEon O. FISHER. 


VITAL DEPARTMENT STORE STATISTICS, by Artur Lazarus. 
Dry Goods Economist, New York. 167 pages. 

Vital Department Store Statistics is full of meat, and besides the statistics 
gives very fair comments on the subjects analyzed. The variation of the mat- 
ter indicates the methods of improvement in merchandising due to the bal- 
ancing of business in departments whose work may be collaborated because of 
seasonal recessions in the businesses occurring at different times of the year. 

This book may be considered as a pioneer effort in its field, and I assume 
that in subsequent editions opportunity will be given the author to elaborate in 
regard to information which was scarcely compilable at the time this edition 
went to press. Improvements may be expected so that the balancing feature 
can be better illustrated by the figures submitted. The reader is given an 
insight into the stabilizing and the flow of goods, manner of distributing selling 
expenses, advertising expenses, etc. It is notable that the ‘‘loading’”’ of 
invoices has been seldom practised, according to reports submitted. There 
is no index, but the book is comparatively small, and the table of contents is 
probably deemed to be sufficiently comprehensive. The reviewer would, 
however, judge an index an improvement. Under the heading, ‘“‘ How shall 
we arrive at recompense?” one particularly interesting feature is the method 
of applying bonuses as discussed in the matter of salaries to the selling forces 
while at the same time apparently attempting a fair minimum wage. 

The return evil is set forth in a manner that would startle the uninitiated, 
and I believe it should be stressed in future editions. Stock shortages has not 
received the attention that its importance demands, but the author must be 
congratulated on the volume of information contributed. The prorating of 
indirect expenses is well brought out, but the reviewer does not feel that interest 
should be considered as an expense but rather as a charge against profits. 
Rental may well be considered in lieu of depreciation or maintenance of 
property, but not, I think, both. Whatever is made on the whole by the 
department is interest return to the capitalist, and it seems to have the effect of 
clouding the issue to include interest as part of the cost of operation. Load- 
ing the department with nominal charges seems to have the general effect of 
raising prices without adequate reason. Cash discounts are most important, 
but should be true discounts and measured by due merchandising factors. 
The matter of turnovers is one which may be further developed in later editions, 
as much depends on it. 
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The book is a valuable addition to one’s library, and is of interest not only 
to certified public accountants, but to department-store heads and executives, 
not to mention the students in colleges and universities taking up this class of 
work, as a great deal of the matter is taken from actual information supplied 


by department-store executives and accountants, 
Henry C. MAGEE. 


FOREIGN EXCHANGE ACCOUNTING, by Curist1An Dyorup. Prentice- 
Hall, Inc., New York. 405 pages. 

The title of Foreign Exchange Accounting is too modest; the author has given 
us, not alone a manual of the accounting for foreign-exchange transactions, but 
in addition descriptions, with forms and tables relating to the subject, of 
collateral transactions leading up to the exchange accounting, together with an 
illuminating discussion of the international significance of all these matters. 
Although principles are discussed there is no approach to doctrinaire argument. 
Here is no brilliant skimming of the surface, no frothy comment on obvious 
facts, but a most painstaking and thorough, and above all practical, manual 
for accountants and for those whose work is concerned with foreign exchange. 
The latest vagaries of European currencies are considered and it is difficult to 
conceive of any practical question associated with accounting for foreign ex- 
change that is not answered by this book. One interesting chapter gives an 
exposition of arithmetical methods most used in computing foreign exchange. 
In this chapter the forms in which computations are stated are not a little 
inclined toward European style. Indeed the whole book is reminiscent of 
those German textbooks that are so well known as a monument to German 
thoroughness. 

Unconsciously the author has relieved the severe gravity of his style by 
matter that calls up a wide grin; as on page 90, where the payment of the debts 
of foreign husbands of American girls is cited as a material factor in inter- 
national finance. What a poverty-stricken lot those foreigners must be. 
Mr. Djorup will hardly reap a money return from his book at all commensu- 
rable with its merits—authors of technical books, especially those covering a 
limited field, do not. If the author considers the inspiration of a deep respect 
for his attainments and industry to be a partial reward he is pretty sure to get 
it from those who read his book and, reading, understand. 

F. W. THORNTON. 


QUESTIONS AND PROBLEMS IN ACCOUNTING, by RussE.t A. 
STEVENSON and R. Emmett Taytor. The Macmillan Company, New 
York. 234 pages. 

Questions and Problems in Accounting is a compilation of test questions and 
problems, arranged by topics and with an intent to concentrate attention on 
particular and intricate situations. Not being tied up with any particular 
textbook it may be used as a “‘quiz”’ for school and college classes to advantage; 
and teachers pressed for time at the close of the term will find here plenty of 
material four an examination paper. Lest any clever student should hasten to 
anticipate the teacher I would add that there are no answers to the questions 


and problems! 
W. H. Lawron. 
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